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Valuation of Intangible Property Before 
Board of Tax Appeals 


By James L. Dour 


Dealing as it does with a great many cases arising under the 
revenue acts of 1917, 1918 and 1921, the United States board of 
tax appeals faces many difficult questions in relation to the deter- 
mination of invested capital. Of these questions none is of 
greater interest than the valuation of intangible property acquired 
by corporations for stock or shares. Great numbers of corpora- 
tions are organized with a part, at least, of their stock issued for 
intangible property, so that questions relating to the value of such 
property must frequently arise. The bureau of internal revenue 
seems to have adopted a policy of disallowing any such value in 
invested capital except in the most convincing of cases, thereby 
putting the taxpayer to his proof under more or less technical rules 
of procedure before the board of tax appeals. During the first 
year and a half of its existence the board has rendered numerous 
decisions on this question. 

The board has repeatedly declared that value is a question of 
fact to be determined from all the surrounding circumstances 
(appeal of General Lead Batteries Co., 2 B. T. A. 392; appeal 
of Rock Spring Distilling Co., 2 B. T. A. 207), and that no hard 
and fast rules can be laid down to cover all cases (appeal of 
Gamon Meter Co., 2 B. T. A. 1124). Consideration has been 
given to evidence of value in the form of expert testimony (appeal 
of estate of Leon C. Riggs, 2 B. T. A. 668), a prior sale of the same 
property (appeal of Johnstown Democrat Co., Inc., 2 B. T. A. 
93), and most frequently, the earning power of such property 
(appeal of Dwight and Lloyd Sintering Co., 1 B. T. A. 179). In 
addition, the board would probably accept evidence in the form of 
bona-fide cash offers for the property, the actual cash value of the 
stock issued for such property (a possibility arising only infre- 
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quently), and appraisals, properly made, for purposes of estate 
and transfer taxation. In any event the taxpayer must be pre- 
pared to show by competent and credible evidence all the sur- 
rounding facts and circumstances. 

The board has also indicated a rfumber of methods which will 
not be accepted as establishing the value of intangible property. 
Among these may be cited a mere book entry (appeal of White 
House Milk Co., 2 B. T. A.), the value of stock issued for intangi- 
ble property as shown by selling prices two or three years later 
(appea! of Richmond Dairy Lunch, 1 B. T. A. 876), gross earnings 
of such intangible property (appeal of Wright’s Automatic 
Tobacco Packing Machine Co., 1 B. T. A. 1260), the personal 
qualifications of an individual (appeal of Providence Mill Supply 
Co., 2 B. T. A. 791), and the par value of stock issued for such 
property (appeal of Central Consumers Wine & Liquor Co., 1 
B. T. A. 1190). Taxpayers have frequently attempted to estab- 
lish the value of intangible property by the last-named method, 
i. e., the par value of stock issued therefor, relying on the statutory 
presumption that capital stock is issued for value, and that, in 
the absence of fraud, the judgment of the corporate directors as to 
value for which stock is issued is conclusive (see, for instance, 
section 69, New York stock corporation law). In the case last 
cited, the board, in a carefully considered opinion, rejected such 
method of valuation, holding that the use of the term “actual cash 
value”’ in section 326 of the revenue act of 1918 indicated clearly 
an intent on the part of congress to put the burden of proof upon 
the taxpayer to show actual value. The use of the word ‘‘actual”’ 
and the absence of a provision in the statute allowing intangible 
property acquired for stock to be included in invested capital in an 
amount equal to the par value of the stock issued therefor were 
held to indicate clearly that no such method of valuation could be 
used. 

It is probably true, in a majority of cases at least, that the most 
persuasive factor in the determination of intangible values is that 
of earning power. Operation at a loss is almost conclusive evi- 
dence of the absence of such value (appeal of White House Milk 
Co., 2 B. T. A.). Certainly in the cases of goodwill and patents, 
which constitute the majority of instances of intangible property, 
an evaluation in terms of dollars can be established, if at all, only 
by reference to established earning power. Bona-fide offers are 
seldom available and in the typical case the value of capital stock 
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issued for goodwill or patents is as much a question as the value of 
the intangibles themselves. Evidence may be introduced to show 
favorable trade position, established clientele, cumulative ad- 
vertising value, aggressive sales methods, superiority of product 
over competing lines, efficiency and economy in manufacturing 
through patented devices, widely known trade names, etc., but in 
the final analysis the value of goodwill and patents is dependent 
upon their earning power. One turns instinctively to some 
method of calculation whereby the value of intangibles may be 
determined from their ability to earn or produce profits. 

The use of earnings as a measure of the value of such an intangi- 
ble as goodwill has come to be a standard and established practice. 
It is usually stated that there are three methods by which such 
earnings may be so used, but on close analysis all three methods 
appear to be identical. These methods are the following: 

(a) The determination of the total value of an enterprise by 
the process of capitalizing its total average annual earnings at an 
appropriate rate and arriving at the value of its intangible prop- 
erty by subtracting the known value of its intangibles from the 
total value so determined. This method is used, in part at least, 
in exhibit C of the capital-stock-tax returns under section 700 of 
the revenue act of 1924. 

(b) The determination of the value of intangible property by 
establishing a ‘‘purchase price’’ therefor equal to the average 
annual earnings on such intangible property multiplied by a 
certain number of years. 

(c) The determination of the value of intangible property by 
capitalizing the excess earnings over and above a fair return on 
the tangible property. This method is the same as method (b) 
above in that the rate of capitalization is designed to accomplish 
the same result as the number of years’ purchase price used in the 
preceding method. 

The third method listed above is probably the one most com- 
monly used by those who face the problem of intangible-property 
valuation. The board recognized this method in an early case 
involving the value of certain license agreements acquired by the 
taxpayer for the issuance of its capital stock (appeal of Dwight 
and Lloyd Sintering Co., 1 B. T. A. 179). While it is not 
at all certain, as will appear later, that the board would now use 
this method in valuing such property as license agreements, it is 
clear that it is well recognized as a method of evaluating goodwill 
(appeal of Rock Spring Distilling Co., 2 B. T. A. 207). In the 
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Dwight case cited above, the board, without explanation as to the 
basic theory of such method, stated as follows: 


The formula for determining the value of intangible assets by attributin ng 
to saben assets a certain percentage of return over a period of years an 
ae izing the balance on a reasonable percentage basis has long been 


In applying the capitalization-of-earnings method an exam- 
ination must be made of all the surrounding facts and circum- 
stances with a view to establishing the bases upon which such 
method is to be attributed. Such bases include the following: 

1. The average annual earnings of the company or its pred- 
ecessor in ownership prior to the valuation date. These should 
usually be shown from the books of account and the taxpayer will 
do well to show that such earnings are arrived at after adequate 
provision for all expenses, including depreciation and reasonable 
salaries for the administrative officers. A sufficient number of 
years should be taken, usually not less than five, to obtain a fair 
average, and the specific years taken should be such as to indicate 
normal earning capacity. Extraordinary gains and losses, not 
due to operation, should be eliminated. 

2. The value of tangible property. In producing the earnings 
included in the preceding paragraph, the usual situation is that in 
which tangible and intangible property combine to produce the 
earnings in question. As a basis for segregating the earnings 
attributable to intangible property it is necessary in the first 
instance to determine a reasonable profit for the tangible prop- 
erty. This profit is based upon the value of such tangible prop- 
erty. 

3. Segregation of earnings as between tangible and intangible 
property. The average annual earnings as determined above 
must be segregated to show what portion thereof may be at- 
tributed to the tangible property and what portion to the intan- 
gible property. This is usually accomplished by assigning a 
«Certain percentage of return to the tangible property. This rate 
or percentage should be determined upon the basis of the sur- 
rounding circumstances, including the stability of the earnings, 
the degree of risk or speculation involved in the particular in- 
dustry in question, the return required by investors on invest- 
ments in the particular kind of property involved, and the interest 
rates on money. Basically the rate should be that which an 
investor would require in order to pay par for stock issued for 
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such tangible property, taking into consideration all of the fore- 
going circumstances. It is well known, for instance, that an 
investor prefers earnings which are stable and unfluctuating to 
higher earnings which are subject to wide variations. Stock in 
an old and established corporation manufacturing commodities 
in the nature of necessities will sell at a higher price, with given 
earnings, than that of a new corporation manufacturing luxuries. 
The price of stock will vary from time to time depending upon the 
rate of return available on other types of investments. The 
problem of selecting a proper rate of capitalization in this case is 
identical with that which faces the investment banker in setting 
a price on securities to be sold to the investing public. 

4. The earnings attributable to intangible property. By sub- 
tracting from the total average earnings the fair return as estab- 
lished above on tangible property, the earnings attributable to 
intangible property are determined. 

5. Capitalization of earnings of intangible property. Follow- 
ing the establishment of the earnings attributable to intangible 
property, such earnings should be capitalized at a percentage rate 
in order to determine the value. The basic proposition involved 
here is similar to that in relation with the establishment of a rate of 
return on tangible property, namely, the rate of return which an 
investor would require in order to pay par for stock issued for such 
intangible property. Thus, ifan investor would require an annual 
return of 15% in order to pay par for stock in the amount of 
$100,000 issued for goodwill, the actual earnings on such goodwill 
should be capitalized at 15% (multiplied by 634) in order to 
determine the value of such goodwill. 

In the Dwight case quoted above, the board established per- 
centages of eight and fifteen respectively on tangible and intan- 
gible property in order to determine the value of the latter. In 
other cases percentages of ten and twenty respectively were used 
(appeal of St. Louis Screw Co., 2 B. T. A. 649; appeal of 
Hampton Co., 2 B. T. A. 302). The commissioner of internal 
revenue has suggested the use of rates of ten and twenty per cent. 
respectively (A. R. M. 34, CB 2, page 31). 

Cases not infrequently arise in which no net earnings can be 
shown for the intangible property prior to the valuation date. In 
this situation the taxpayer urges that subsequent earnings on such 
intangible property should be used. This situation was presented 
to the board in an early case (appeal of [Saenger Amusement Co., 
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Inc., 1 B. T. A. 96), in which the board laid down the rule that only 
the value existing at the time intangibles were paid in for stock or 
shares could be included in invested capital, and that such value 
should be determined only in the light of known facts existing at 
that time, or on the basis of a reasonable and then-existing expec- 
tation of futureearnings. The board refused to determine a value 
on the basis of subsequent earnings alone, and has since that time 
steadfastly refused to do so (appeal of W. H. Jackson Co., 
2B.T.A.411). This position of the board is undoubtedly sound, 
and unless the taxpayer can show that the value of goodwill is 
based on known facts at the time paid in, or was reasonably antic- 
ipated at such time, no value should be allowed. It is interesting 
to point out that, whereas in a proper case subsequent earnings 
may be used to corroborate or substantiate the value of goodwill 
otherwise shown to exist, the taxpayer must not be unmindful of 
the fact that subsequent earnings are equally corroborative as 
proof that no goodwill existed (appeal of General Lead Batteries 
Co., 2 B. T. A. 392; appeal of Wolcutt Bros. Co., 1 B. T. A. 
910). 

In the early history of the board, it appeared from its decisions 
that this method of capitalizing excess earnings might be used in 
establishing a value for patents as well as for goodwill. In the 
Dwight case cited above the board in fact stated that such method 
was equally applicable to patents. Since that time, however, the 
board has indicated definitely that some modification of this 
method of evaluation is necessary in the case of assets which have 
a limited life (appeal of the General Equipment Co., 2 B. T. A. 
840). In the first place, it becomes necessary in the case of 
patents to show definitely the earnings attributable to such 
assets (appeal of the Keller Mechanical Engineering Corporation, 
1 B. T. A. 1183; appeal of Cheatam Electric Switching Device 
Co., 1 B. T. A. 984). In addition to this, it seems that the tax- 
payer is required to show the remaining life of the patents in 
order to determine the number of years over which such earnings 
will flow (appeal of S. Marsh Young, 2 B. T. A. 457). If the 
average annual earnings of the patents are shown and the remain- 
ing life is indicated as a certain number of years, it would seem at 
first glance that the present value of the patents could be deter- 
mined on the basis of the present worth of an annuity in which the 
interest rate would be made commensurate with the nature of the 
business, risk involved, stability of earnings, etc. In several cases, 
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however, the board has indicated that it prefers a method of cal- 
culation which has hitherto been used in the valuation of mines, 
and is known as ‘‘Hoskold’s formula” (appeal of S. Marsh 
Young, 2 B. T. A. 457; appeal of St. Louis Screw Co., 2 B. T. A. 
649). Under this formula the value of patents is determined at a 
sum of money which, if paid by a purchaser of such patents, will 
permit such purchaser to secure from the annual earnings of the 
patents a fair annual return upon his investment and in addition 
provide an annual contribution to a sinking fund, which over the 
life of the patents will accumulate in an amount equal to the pur- 
chase price. The following will indicate the computation under 
this method: 


Remaining life of patents at valuation date......... 10 yrs. 

Average annual earnings on patents............... $10,000 

Let X equal the value of the patents at the basic date. 

$.08 X equals a fair annual return to the purchaser. 

$10,000 minus $.08 X equals the balance of the annual earnings 
available for contribution to a sinking fund. 

$10,000 minus $.08 X accumulated annually at 4% will amount 
in ten years to the purchase price. 


Upon the basis of such a purchase price, the investor will 
secure a fair annual return on his investment and, through the 
operation of the sinking fund, will have his capital returned in- 
tact upon expiration of the patents. 

Tables have been prepared to show the value of patents, when 
the average annual return and unexpired life are known (see 
Montgomery, IJncome-tax Procedure, page 717; also Skinner, 
Mathematical Theory of Investment). These tables are usually 
based on a 4% accumulation of the sinking fund and percentage 
of annual return from 6% to 15%, the latter permitting a rate 
selection commensurate with the nature of the patent risk in- 
volved, etc. 

While the board has indicated that Hoskold’s formula is a 
proper method for evaluating patents, it has also decided at least 
one case in which: the application of Hoskold’s formula was ig- 
nored and a higher value fixed (appeal of J. J. Grey, 2 B. T. A. 
672). Itis apparent upon some consideration that the operation 
of Hoskold’s formula is not altogether satisfactory as a method of 
valuing patents. Basically this formula is appropriate only in 
the case of assets which have a definite life, and it is undoubtedly 
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appropriate for mine-valuation purposes. When applied to 
patents, it is to be noted that while in one sense of the word pat- 
ents do have a limited life, it is also obvious that the purchaser 
of a patent takes into consideration other things than the earnings 
of such patents and the remaining period of their existence. It is 
a well known fact that the purchaser of a patent having a lifetime 
of seventeen years often expects that before his patent has ex- 
pired he will have obtained improvements thereon by additional 
patents which will have a practical effect of extending his monop- 
oly over a longer period of years. Further than this, it is also 
well known that the purchaser of a patent, securing as he does a 
monopoly for a period of seventeen years, usually expects that at 
the end of the seventeen years he will have developed sufficient 
goodwill and trade connections to enable him to continue profit- 
able operations. These facts have been recognized by the com- 
missioner of internal revenue in his regulations on the determi- 
nation of invested capital. In regulations 62, article 843, the 
following statement appears: 

From the standpoint of assets a patent, or more particularly a group of 
patents, is closely analogous to goodwill. Their value is contingent upon 
and measured by their earning power. While patents have a definite life, 
there is a common tendency to extend that life by improvements upon the 
original, and in a successful business the patent involved merges more or 
less completely into a trade name or other form of goodwill. 

This regulation indicates succinctly the limitations upon the 
application of Hoskold’s formula in the evaluation of patents, and 
while the formula will undoubtedly produce a fair result in some 
cases it is not at all appropriate in situations where the patent is a 
basic one, subject to improvements and likely to endure. 

A survey of the board’s decisions to date indicates on the whole 
that the board has established sound principles for the valuation 
of intangible property. Where such value exists the presentation 
of proper evidence by the taxpayer will result in a fair valuation 
by the board. In the matter of proof the board has indicated 
clearly and repeatedly the nature of the evidence acceptable and 
required. If the taxpayer has acquired intangible property of 
extremely doubtful value, he had best refrain from an appeal to 
the board. Where the value is clear it behooves the taxpayer to 
make proper and adequate proof under the rules. The decisions 
indicate that the board is ready to do its part in the allowance of 
such values where the evidence is convincing and properly pre- 
sented. 
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Silver Exchange Accounting in Oriental Trade 
By AuGust J. CARSON 


[The following article deals with a subject which has a rather limited 
practical application for most of us, but it has a distinct interest of an 
academic character and indicates the nature of problems which may call for 
solution beyond the circumscribed area of ordinary domestic practice in 
America.—Editor, THE JOURNAL OF ACCOUNTANCY.] 


The bulk of foreign business with China is done on an “indent 
order’’ basis. That is, the goods are sold to the Chinese merchant 
before they are bought by the foreign merchant. Silver exchange 
has a great bearing on all business transactions. Silver fluctuates 
to such an extent that it prohibits both the foreign and Chinese 
merchants from doing business with each other in silver currency 
as far as indent orders are concerned. Therefore the Chinese 
merchant purchases goods from the foreign merchant in the 
currency of the country from which the goods are to be shipped, 
if from the United States in gold dollars, if from England in 
pounds sterling, and if from Japan in yen. One of the usual 
terms of sale provides that the Chinese merchant shall take de- 
livery of the merchandise and settle exchange from gold to silver 
currencies within a certain length of time after the arrival of the 
cargo. 

The heart of the business in China is exchange. No matter 
what one may start to talk about, the conversation will ultimately 
turn to the subject of exchange. The silver exchange has always 
been the stumbling block to the new comer in China. It is 
held up to him as a mystery by the old timers. These people do 
not seek to help the new arrival by a clear definition of exchange, 
but more often they take delight in adding to the confusion al- 
ready existing in his mind. 

Remember that money, gold or silver, is a store of value. 
Eliminate for the time being the idea that gold and silver are 
money and think of them in the same terms as wheat and corn. 
If one had plenty of wheat and no corn and wanted corn, and the 
man across the way had a small supply of corn, the former would 
have to give a greater number of bushels of wheat than the number 
of bushels of corn he would receive in exchange. The law of 
supply and demand governs the exchange between gold and silver. 
More silver can be bought for each gold dollar when there is a 
plentiful supply of silver, than when there is a shortage of silver. 
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The terms of sale usually provide that the Chinese merchant 
is to take delivery of the merchandise and settle exchange within 
a given period after the arrival of the cargo. There are always 
two distinct contracts, the first for the merchandise and the second 
for exchange. A Chinese merchant wishes to settle exchange for 
a shipment bought at G$1,000, and the rate of exchange is 90 
cents U. S. currency to one tael. The exchange contract sets 
forth that the Chinese merchant has bought from the foreign 
merchant G$1,000 at exchange 90 for which he will pay 1,111.11 
taels on or before the stipulated date. 

Bear in mind that there are two distinct contracts with the 
Chinese merchant, one for the merchandise and the other for 
exchange. In certain circumstances the contract for merchandise 
might be cancelled, but the exchange contract would have to be 
satisfied. If the Chinese merchant wanted to cancel the ex- 
change contract and exchange had advanced, he would have to 
pay the foreign merchant the difference between the rate of the 
contract and the ruling rate. 

When the Chinese merchant has settled exchange, a sale of 
gold has been made by the foreign merchant. He has sold some- 
thing he does not possess, but only to the extent of the cost price 
of the goods, which in this instance, let us say, is G$900. The 
foreign merchant has three options: He can “‘cover,’’ go “long’”’ 
or “‘short’’. The term ‘“‘cover’’ means that the foreign merchant 
will make an exchange contract with a bank, wherein he agrees to 
buy an amount of gold at a specified rate of exchange and pay 
silver in return on or before a stipulated date. The terms “‘long”’ 
and ‘“‘short’’ mean that the foreign merchant may buy more or 
less gold than he needs for his immediate requirements. 

The value of the tael in gold, expressed in the different gold 
currencies, is set by the price per ounce of silver in London. 
Other factors have a large bearing: the available stock of silver 
in China, the amounts of imports and exports and the speculations 
of the Chinese in silver. 

When a merchant goes long or short on exchange, he is specu- 
lating on exchange. Merchants have made money on exchange 
speculations but if the truth were known the aggregate of profit 
would be found little and it is more likely that a net loss would be 
shown. 

When the foreign merchant takes out an exchange contract, 
he should get as far forward delivery as possible. The term “for- 
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ward”’ means that the ultimate date of settlement of the exchange 
contract should be as many months ahead as possible. Some- 
times it is advantageous to sacrifice a little on the rate and secure 
this protection. The advantage of having a contract with a 
number of months in which to take delivery is this: In the event 
of an emergency, or the failure of a Chinese merchant to pay his 
contract on time, the foreign merchant will have additional time 
before his contract with the bank becomes payable. During this 
interval the Chinese merchant may be able to meet the obligation. 

It is most important that clear records of the exchange transac- 
tions be kept from the very start. If these records once get into 
bad shape and a good volume of business is done, it is an intermi- 
nable task to straighten them out. Furthermore, the lack of 
proper exchange records will cause heavy losses. 

The purpose of this paper is to present in the simplest and most 
direct manner the accounting procedure in relation to imports, 
which is one phase of accounting in a country on a silver standard. 
Only those accounts necessary to record the transactions have 
been taken into consideration. 

The accounting problem presented records purchases and sales 
in three gold currencies: 


Gold dollars (U. S. currency) 
Pounds sterling 
Yen 


The problem also considers the changing of these currencies 
from gold to silver as exchange settlements are made. 
The following forms have been used to record the transactions: 


Form 1—Purchase record 
Form 2—Sales record 
Form 3—Exchange memo. 
Form 4—Exchange record 
Form 5—Cash receipt record 
Form 6—Disbursement record 
Form 7—Journal 
Form 8—General ledger accounts 
Form 9—Trial balance before closing 
Form 10—Trial balance after closing 
Form 11—Conversion of all accounts to taels 
Form 1. The purchase record states that three purchases have 
been made in each of the three gold currencies, which become 
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debits to the purchase and credits to the acceptances-payable 
accounts of the individual currencies in the general ledger, form 8. 

Form 2. The sales record shows that three sales have been 
made in each of the three gold currencies which become debits to 
accounts receivable and credits to sales accounts of the individual 
currencies in the genera! ledger. These sales represent full deliv- 
ery of all purchases entered in the purchase record, form 1. 

Form 3. The exchange memo is issued at the time the customer 
buys or, as it is more familiarly known, settles exchange against an 
indebtedness in a gold currency. The illustration shown on form 
3 indicates that the customer, Kwong Yick, has settled exchange 
against sales invoice No. 1 in the amount of G$1,000.00, at the 
rate of 71 cents gold currency to T1.00 silver currency, and will 
pay T1,408.05 in May/June in settlement thereof. 

The lower portion of the exchange memo sets forth that the 
cost of sales invoice No. 1 was G$900, per purchase invoice No. 1, 
and that the equivalent thereof at the rate of 71, at which the 
customer settled exchange, is T1,267.60. 

Form 4. The exchange record is for the purpose of recording 
purchases and sales of exchange and converting these transactions 
from gold to silver currencies. Entries are made to the exchange 
record from the exchange memo, form 3, and from exchange con- 
tracts with the banks. The illustration on form 3 has been en- 
tered into the exchange record. 

The exchange record is in four divisions: 


Sales—gold to silver 
Purchases—gold to silver 
Exchange position 
Exchange contracts 


Sales—gold to silver: The settling of exchange by the customer 
converts the gold currency accounts receivable and sales to 
silver currency as the customer has agreed to pay a certain sum 
in silver in settlement of the indebtedness in gold, hence the 
entries from form 3: 


eee G$1,000.00 
Cr. Accounts receivable. G$1,000.00 
Dr. Accounts receivable... T 1,408.05 
CR. Mi sawescccx dhs T 1,408.05 
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Purchases—gold to silver 

Exchange position 
customer converts the cost of the sale from gold to silver and 
creates an ‘‘exchange position”’. 

The exchange position shows the amount of gold exchange to 
be purchased and the amount to be paid therefor in silver, pro- 
vided cover is bought at the same rate of exchange. Any fluctua- 
tions in the rate of the cost of cover will result in a profit or a loss. 

The entries to the exchange record from form 3 are as follows: 


Dr. Exchange position.. G$ 900.00 


} : The settling of exchange by the 


Cr. Purchases....... G$ 900.00 
Dre. Purchases......... T 1,267.60 
Cr. Exchange position T 1,267.60 


The foreign merchant has sold to the customer G$1,000.00 
which he does not possess. Therefore the foreign merchant 
will have to buy at some future date only a sufficient amount 
of gold exchange to cover the cost of the sale, which in this case 
is G$900.00, the amount of the acceptance payable against 
purchase invoice No. 1. The foreign merchant requires only 
enough gold exchange to discharge his gold liabilities. The 
silver equivalent of the profit of G$100.00 is retained by the 
foreign merchant. 

The foregoing entries show that the settling of exchange has 
converted a purchase from G$900.00 to T1,267.60 and that gold 
exchange for G$900.00 is to be purchased, which is to cost 
T1,267.60. 

Exchange position 

Exchange contracts 
will purchase gold exchange from the banks which will either 
balance the gold exchange position or leave it short or overbought. 
The purchase creates: 

(1) An asset of gold exchange, which can be used to liquidate 

gold liabilities such as acceptances payable, and 

(2) A liability in silver currency which will be paid when the 

gold exchange is used as indicated in (1). 


} : From time to time the foreign merchant 


The exchange contract specifies that the foreign merchant is to 
pay the bank a certain sum in silver in exchange for a specified 
amount; 

(1) In gold currency bank drafts and deposits, and 
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(2) In settlement of liabilities in gold currency which the bank 
may hold against the foreign merchant. 


The entries to the exchange record to cover an exchange con- 
tract are made direct from the contract. 

The purchase of exchange in the amount of G$3,000.00 at 
71% as shown on form 4 brings about the following entries: 


Dr. Exchange contracts. G$3,000.00 


Cr. Exchange position G$3,000.00 
Dr. Exchange position... T 4,195.80 
Cr. Exchange contracts T 4,195.80 


These entries show that an asset of G$3,000.00 in an exchange 
contract has been created against which there is a liability of 
T4,195.80 and that gold-dollar exchange position is to be credited 
with G$3,000.00 which is valued at T4,195.80 

At the end of the month the totals of the columns of the 
exchange record are posted to the general ledger accounts. 

Form 5. The cash receipt record shows that three payments 
in taels and one in pounds sterling have been received from 
customers. The amounts received are debits to cash and credits 
to accounts receivable of the individual currencies in the general 
ledger. 

Form 6. The disbursement record shows one payment each 
of the gold dollars, pounds sterling and yen acceptances payable 
and one payment in taels for expenses. 

The first entry on form 6 indicates: 


(1) That an acceptance payable for G$900.00 at the Hong 
Kong Shanghai Banking Corporation was paid by 
using exchange for G$900.00 taken from exchange 
contract No. 1 for G$3,000.00 @ 71%; 

(2) That in order to use exchange for G$900.00 it was necessary 
to pay T1,258.73 which is a debit against the silver 
liability for exchange contracts. 


The totals are posted at the end of the month by currencies 
to the accounts in the general ledger. 

Form 7. The journal provides the usual debit and credit 
columns under each currency. The closing entries are shown. 
The entry covering the profit in exchange will be explained later. 

Form 8. The general ledger accounts include only those ac- 
counts necessary to cover the scope of the problem presented. 
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All accounts, excepting the exchange-position accounts, are shown 
in three gold currencies and in taels. 

An individual exchange-position account is given to each gold 
currency wherein is shown the position of each currency in gold 
and the equivalent in taels. 

Form 9. The trial balance before closing sets forth the bal- 
ances in the general ledger accounts according to currencies. 
The total of the debits must be offset by the total of the credits 
in each currency. 

Because of the non-settlement of exchange by customers, 
certain items appear in gold currencies in the following accounts: 


Accounts receivable 
Sales 
Purchases 


If exchange had been settled against all sales, the above 
accounts would have been converted to silver and the profits 
would be in silver. 

The accounts are ready for closing and the operating accounts 
(purchases, sales and expenses) have been closed by currencies into 
profit and loss. 

The exchange-position accounts are next subject to examina- 
tion in order to determine the amount of cover necessary to 
balance the positions. The application of theoretical cover at 
the closing rates on the last day of the period determines the 
profit or loss in the exchange position of each currency. The 
method of using theoretical cover is shown in the fourth journal 
entry onform7. This entry sets forth that a profit was made on 
gold-dollar exchange and that losses were incurred in pounds 
sterling and yen exchanges. 

The gold-dollar exchange position shows that: 


(1) Exchange for G$3,000.00 has been purchased at a cost of 


T4,195.80; 

(2) Exchange for G$1,900.00 has been sold at proceeds of 
T2,686.04; 

(3) The gold-dollar position has been overbought by G§1,- 
100.00; 


(4) The difference in taels between costs of buying and the 
proceeds of selling is T1,509.76 (cost of purchase 
T4,195.80 minus proceeds of sales T2,686.04). 
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The overbought position shows that exchange for G$1,100.00 
is available for sale to customers which if sold at the closing rate 
of 72 would result in proceeds of T1,527.77. In other words, 
the overbought exchange of G$1,100.00 is worth T1,527.77. The 
tael balance in the gold-dollar exchange-position account has been 
adjusted by a debit entry to bring it up to the foregoing amount 
and the credit to profit and loss is included in the net amount 
transferred in journal entry No. 4 

Form 10. The trial balance after closing shows the asset, 
liability, exchange-position and profit-and-loss accounts. 

The profit-and-loss account shows the net profits to be as 
follows: 


G$108.10 
£9-13-8 
Y178.45 
T797.06 


If the fiscal year ended with the illustration herein, the gold 
currency profits would be converted into silver in the subsequent 
period as exchange settlements were made. 

Form 11. Conversion of all accounts to taels. All accounts 
would be converted to taels for the purpose of a balance-sheet. 
This is done by converting each gold currency to taels at the 
closing rates of exchange and then by consolidating these figures 
with the taels already shown on the trial balance before closing. 

The consolidated exchange-position accounts, debit and credit, 
can be applied against each other and the resultant difference 
carried on the balance-sheet as exchange-fluctuation account 
under the caption deferred charges or deferred credits. 


[The numerical order of the following forms is slightly altered for typo- 
graphical reasons. Form 8 appears between forms 10 and 11.—Editor.]} 
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Computation of Earned Discounts 
By GEORGE W. WILDE 


One of the most remarkable developments of modern business 
is the increasingly large volume and range of sales on the instal- 
ment plan. There are few commodities of some permanent value 
that can not be acquired by means of one or another of the many 
forms of deferred payments. The scope of these transactions is 
constantly expanding and affords an ever-widening field for the 
exercise of the functions pertaining to the financing of such oper- 
ations. This has resulted in a large growth of organizations 
variously known as mortgage companies, automotive finance 
corporations, discount and acceptance corpnrations and the like, 
which, by whatever name known, are established for the common 
purpose of financing transactions involving the purchase and sale 
of real or personal property on the instalment plan. It is with 
such organizations that we are at present concerned, and particu- 
larly with the manner in which their income is earned. 

The income of these companies is derived from two main 
sources, namely, (a) a consideration paid by the borrower for the 
privilege of obtaining the funds required, known as discount, 
commission, bonus or advance interest, and (b) interest on the 
loan. Incidentally, other income is derived from insurance, fees 
and miscellaneous sources, involving no special problem not 
commonly encountered in the ordinary course of business. 

Upon reflection it becomes apparent that the consideration 
paid for obtaining the loan is nothing but a form of interest paid in 
advance, for which reason the title “advance interest’ describes it 
better, perhaps, than any other term. However, for convenience, 
and to distinguish this sum from the additional charge which is 
often made for interest at a fixed rate on the nominal amount of 
the loan, we shall refer to it as discount. 

The particular problem confronting the management of these 
companies and the professional accountants engaged to advise 
them is the proper method of determining when and in what 
proportions this discount isearned. It can not be emphasized too 
strongly that the problem is one requiring a practical solution 
productive of results as close to the precision of actuarial exacti- 
tude as can be obtained, capable of ready application to a large 
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number and variety of loans. However desirable mathematical 
accuracy may be, concessions necessarily must be made to condi- 
tions as they exist, one of which is that employees of commercial 
organizations generally are not students of actuarial science. 
Moreover, even if they were, it is questionable whether the time 
consumed and expense involved in making precise calculations 
would be justified, if an alternative and much more rapid method 
were available which would ensure approximately accurate re- 
sults that could be regarded as satisfactory for all practical 
purposes. 

We shall endeavor to explain and illustrate some of these alter- 
native methods and, by comparison with results on the actuarial 
basis, to indicate the degree of their inaccuracy, thus furnishing 
definite information upon which to base conclusions as to the 
desirability or otherwise of adopting any of them. 

It may be assumed that in all the types of loan hereinafter 
discussed the amount to be repaid by the borrower is greater than 
the cost of the loan to the lender (i. e., the actual sum lent) by the 
amount of the discount. Stated concretely, for an actual loan 
of $900 the borrower may agree to repay $1,000, the difference of 
$100 representing the discount, in addition to which he may be 
required to pay interest at a fixed rate per cent. per annum on the 
nominal principal of the loan, or $1,000. 

A description of the several types of loans most frequently 
made is given hereunder: 

(a) Loans repayable in full at a specified date, interest at a 
fixed rate being payable periodically during the term of the 
loan. 

(b) Loans repayable in regular periodical instalments of 
equal amount, without interest. 

(c) Loans repayable in regular periodical instalments of 
unequal amount, without interest. 

(d) Loans repayable in regular periodical instalments of 
equal amount, plus interest at a fixed rate on the outstanding 
balances. 

(e) Loans repayable in regular periodical instalments of 
unequal amount, plus interest at a fixed rate on the out- 
standing balances. 

(f) Loans repayable in regular periodical instalments of 
equal amount, including interest at a fixed rate on the 
nominal principal, 
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(g) Loans repayable partly in regular periodical instal- 
ments of equal amount, including interest, and the balance in 
one payment at the end of the term of the instalment period. 


On loans in class ‘‘a’’ the interest is received as earned, but the 
discount is not received until the expiration of the term of the 
loan. Hence, the amounts of discount earned periodically should 
be regarded as successive additions to the actual loan, and as the 
amount of the principal increases throughout the term of the loan, 
the periodical earnings will increase correspondingly. However, 
little fault can be found with the common practice of crediting 
income periodically with an aliquot part of the discount, for the 
reason that, ordinarily, the error introduced by this method is 
negligible. 

Alternative methods of computing earned discount applicable 
to loans in class ‘“‘b”’ are illustrated in tables I and II, the example 
used being a loan of $1,500, discounted $150, repayable in five 
periods in equal instalments of $300 each. 


Table I 
Based upon the time for which one unit or its equivalent is outstanding 


Discount earned 














Balance of Percent- Amortiza- Balance 
nominal age of tion of of actual 
Period __ principal Basis total Amount loan loan 
$1,350.00 
Ti vaeeat $1,500.00 5/15 33.33 $50.00 $250.00 1,100.00 
. ee 1,200.00 4/15 26.67 40.00 260.00 840.00 
| PS 900.00 3/15 20.00 30.00 270.00 570.00 
MSE 600.00 2/15 13.33 20.00 280.00 290.00 
Ce 300.00 1/15 6.67 10.00 ee 
$4,500.00 15/15 100.00 $150.00 $1,350.00 ._......... 
Table II 
Based on the effective interest rate (3.618% per period) 
Discount 
Percent- Amortiza- Balance 
age of tion of _ of actual 
-Period Payments total Amount loan loan 

$1,350.00 
Re carssidencs $300.00 32.56 $48.84 $251.16 1,098.84 
Dieitevetedes 300.00 26.51 39.76 260.24 838.60 
Bibvikesavaane 300.00 20.23 30.34 269.66 568.94 
oe 300.00 13.72 20.58 279.42 289.52 
ies een oh hd 300.00 6.98 10.48 C—O! ES 








$1,500.00 100.00 $150.00 $1,350.00 —........ : 
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In table I, amounts ranging from $1,500 to $300 each are 
outstanding for one period, equivalent to a unit of $300 out- 
standing for terms of five periods to one period respectively, 
together equivalent to one unit outstanding for fifteen periods. 
The total discount is divided on the basis of the time equivalent 
of the amount outstanding at the beginning of each period. It 
will be noted that, in relation to the balances of nominal principal, 
the percentage of discount taken up as earned is constant (3.33%), 
but that in relation to the outstanding balances of the actual loan 
the percentage gradually declines, as shown hereunder. 


Discount earned 


Balance of 
Period actual loan Amount Percentage 
Risisiionss oat $1,350.00 $50.00 3.7037 
Re acti wed 1,100.00 40.00 3.6363 
Ti, wcatarian quae 840.00 30.00 3.5714 
ae 570.00 20.00 3.5088 
| eee 290.00 10.00 3.4483 


A comparison of these tables discloses the fact that the earnings 
on outstanding balances for corresponding periods vary from an 
overstatement of .0857 to an understatement of .1697 per cent., 
although the greatest variation is in respect of the smallest balance 
outstanding, thus modifying its effect in dollars and cents. The 
differences in periodical earnings vary from 77/100ths to 32/100ths 
of one per cent. of the total discount, which surely may be re- 
garded as meeting the requirement of approximate accuracy 
satisfactory for all practical purposes, especially when it is borne 
in mind that the term used in the example given is extremely 
short, and that it can be demonstrated that the longer the term of 
the loan the smaller the gradation of differences. Admittedly, 
this method results in a slight overstatement of income in the 
initial stages of operations, which, however, is automatically ad- 
justed in due course as to current profits by the overlapping of the 
periods of successive loans. 

It is obvious that in table I the same result would be obtained 
by using as a basis the percentage of the outstanding balances of 
nominal principal to the aggregate of such balances. The further 
application of this basis will be illustrated hereafter. 

Tables III, IV, V and VI indicate alternative methods applicable 
to loans in class ‘‘c’”’, the example used being a loan of $5,095.74, 
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discounted $416.85, repayable in twelve periods. While the 
example apparently exaggerates the form of loan repayable in 
unequal instalments, it is submitted as an actual case of the kind 
of loan giving rise to the subject under discussion. 


Table III 


Taking up as earned an aliquot part of the discount each period 








Discount 
Percentage 
Period Payments of total Amount 

D2h isonet en ae $606.00 8.333 $34.74 
Bs sac bataneeeceeted 606.00 8.333 34.74 
| Pe re ree 2 595.34 8.333 34.74 
Pe ee Tee ee 551.60 8.333 34.74 
Rss hin ois inte tae See 518.35 8.333 34.74 
— Oy PRA. 483.67 8.333 34.74 
Dg att sie. attain aaa 436.92 8.333 34.74 
De 053 0ses cdine cates 414.44 8.333 34.74 
Dindnateecnteeunenes 491.07 8.333 34.74 
OP: s deus peenaaevees 304.18 8.333 34.73 
ee ree 167.42 8.333 34.73 
ORs 66s susiaveaatnone 10.75 8.333 34.73 
$5,095.74 100.00 $416.85 


Table IV 


Based upon the percentage of each periodical payment to the nominal principal 








. Discount 
P Percentage pe 
f Period Payments of total 
peer ae es $606.00 11.892 $49.57 
x eS a 606.00 11.892 49.57 
’ “RRR era 595.34 11.683 48.70 
4 Scones. ites 551.60 10.825 45.13 
"aR ete ee ee Pea 518.35 10.172 42.40 
a cata as 483.67 9.492 39.57 
j RS er ret 436.92 8.574 35.74 
f FRE Co ee 414.44 8.133 33.90 
, a 401.07 7.871 32.81 
T ecco 304.18 5.969 24.88 
ick cee 167.42 3.286 13.70 
e ER EE oe epee 10.75 211 88 
, $5,095.74 100.00 $416.85 


109 








The Journal of Accountancy 








Table V 


Based upon the percentage of the balance of the nominal principal outstanding 
at the beginning of each period to the aggregate of such balances 





Discount 
Balance of Percent- Amortiz- Balance 
nominal age of ation of of actual Per cent 
Period principal Payments total Amount loan loan earned 


$4,678.89 1.7261 
1 $5,095.74 $606.00 19.375 $80.76 $525.24 4,153.65 1.7132 
2 4,489.74 ’ 606.00 17.071 71.16 534.84 13,618.81 1.7011 
3 3,883.74 | 595.34 14.767 61.56 533.78 3,085.03 1.6894 
4.... 3,288.40 }.551.60 12.503 52.12 499.48 2,585.55 1.6778 
5.... 2,736.80 518.35 10.406 43.38 474.97 2,110.58 1.6659 
6 2,218.45 . 483.67 8.435 35.16 448.51 1,662.07 1.6546 
7 1,734.78 436.92 6.596 27.50 409.42 1,252.65 1.6421 
8 1,297.86 414.44 4.935 20.57 393.87 858.78 1.6302 


Paes 883.42 401.07 3.359 14.00 387.07 471.71 1.6196 
ae 482.35 304.18 1.834 7.64 296.54 175.17 1.6156 
Bis cx's 178.17 167.42 .678 2.83 164.59 10.58, 1.6068 
ee 10.75 10.75 041 17 Pe « seccse sccnns 





$26,300.20 $5,095.74 100.00 $416.85 $4,678.89 ...... ...... 





Table VI 
Based upon the effective interest rate (1.6915% per period) 
Discount 

Amortiza- Balance 
Percentage tion of of actual 

Period Payments of total Amount loan loan 
$4,678.89 
Redetavedscctasecen $606.00 18.985 $79.14 $526.86 4,152.03 
SS eer 606.00 16.848 70.23 535.77 3,616.26 
Dial oatinnndsnmnder 595.34 14.674 61.17 534.17 3,082.09 
eer eT ts 551.60 12.506 52.13 499.47 2,582.62 
Sy ee eee 518.35 10.479 43.68 474.67 2,107.95 
DE ehwacseta caine kes 483.67 8.555 35.66 448.01 1,659.94 
ea sdnsicubae eae eee ns 436.92 6.736 28.08 408.84 1,251.10 
ae et ee 414.44 5.076 21.16 393.28 857.82 
ee re 401.07 3.481 14.51 386.56 471.26 
ESS «ann icoahebnaiee 304.18 1.912 7.97 296.21 175.05 
Tos a iwe seebus haee 167.42 .710 2.96 164.46 10.59 
a dhattcesendachest 10.75 .038 .16 Ba - «seeks 





$5,095.74 100.00 $416.85 $4678.89 ...... 
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The basis reflected in table III can be defended only on the 
ground of expediency. Obviously it results in a material mis- 
statement of earnings throughout the entire term of the loan. 
It is submitted for comparative purposes as a method that in 
some cases has been adopted. 

Table IV is based upon the fallacy that the discount is in the 
nature of a capital sum recoverable only if and when payments 
are made. The degree of its inaccuracy becomes apparent by 
comparison with the succeeding tables. 

Table V is similar in construction to table I, with the neces- 
sary elimination of the unit column on account of the unequal 
payments. 

Table VI is self-explanatory. 

A comparison of these last two tables discloses differences of 
a nature similar to those existing between tables I and II. Again 
it is apparent that the amounts of discount earned periodically 
vary so little that the method indicated by table V might rea- 
sonably be adopted without involving any material degree of 
inaccuracy. 

We come now to the somewhat more complex types of loans 
upon which, in addition to the discount included in the nominal 
principal, interest is paid at a fixed rate. 

That type of loan involving payment of interest on the out- 
standing balance in addition to the repayment of the nominal 
principal presents no problem in the computation of the earned 
discount different from those heretofore discussed, so that for 
loans of class ‘‘d’’ we might adopt the method indicated in table 
I, and for class ‘‘e” that used in table V. When we come to 
class ‘‘f”’, however, we are confronted with a variation not so 
readily handled. 

A common class of loans repayable in equal periodical instal- 
ments including interest is that comprising loans secured by 
mortgages on real estate. Invariably, these are long-term loans 
of, say, from three to ten years, usually repayable in monthly 
instalments. In practice, the instalments are frequently deter- 
mined in the following manner: 

The term of the loan is divided into periods of six months each. 
The periodical payments necessary to liquidate the loan with 
interest at the fixed rate are then computed from annuity tables. 
These amounts are divided by six to determine the monthly pay- 
ments, which payments, as they are recorded, are apportioned 
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to principal and interest. The amounts of interest decrease and 
the amounts of principal increase periodically, so that we have 
the type of loan in which periodical payments of principal are 
unequal. Thus, we may revert to the use of table V if a tabula- 
tion of the loan is made, but this involves so much work for a 
large number of long-term loans that recourse is sometimes taken 
to the method indicated in table I. 

An illustration will indicate the degree of variation between 
different methods. The figures used are typical of thousands of 
similar loans which vary in amount, rate of discount and term, 
but embody principles common to all. 

A loan of $4,000, discounted $400, is repayable in ten years in 
equal monthly instalments including interest at the rate of 8 
per cent. perannum. For convenience, the term will be divided 
into twenty periods of six months each. The annuity necessary 
to repay the loan in the given time at the given rate is fractionally 
less than $294.33, and from table VII we find that the actual 
amount paid by the borrower is $5,886.54, of which $1,886.54 is 
interest and $400 discount. It remains to be determined how 
this discount shall be taken up as earned. The amortization of 
nominal principal in table VII includes amortization of the 
discount, which is segregated in table VIII upon the basis of a 
constant periodical rate ascertained in this case to be .9089 per 
cent., applied to the outstanding balances of the actual loan, 
and the resultant earnings will be compared with those de- 
rived from the methods used in tables I and V, and the actuarial 
basis. 

The sum actually lent was $3,600, so that instead of a nominal 
rate of 4 per cent. per period, the theoretically effective rate 
determined by the actuarial method is 5.22163 per cent. per 
period (table IX). As previously indicated, however, circum- 
stances preclude the adoption of the actuarial basis involving the 
determination of the effective rate. Therefore, admitting its 
superiority from the standpoint of accuracy, we shall use the 
table only for comparative purposes without further discussion 
of its merits. 

The compilation of table X enables us to compare the earnings 
from table [X with the interest received plus the discount earned 
on the bases of tables I, V and VIII respectively. 
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Table VII 


Showing balance of nominal principal after applying each periodical payment 
(interest computed at nominal rate on balance of nominal principal) 


Amortization Balance of 





of nominal nominal 
Period Payments Interest _ principal principal 
$4,000.00 
| PN eee ear ee SPENT $294. 33 $160.00 $134.33 3,865 .67 
De un vee 6g Sa emis 294 . 33 154.63 139.70 3,725.97 
esas oc. 0s eh eee oe 294.32 149.04 145.28 3,580.69 
PR PP a TREE 294 . 33 143.23 151.10 3,429.59 
Biisca ean a Sea ees 294.33 137.18 157.15 3,272.44 
SRE, Se eb TY EO: 294.32 130.90 163.42 3,109.02 
: NERA ETE Te 294 . 33 124.36 169.97 2,939.05 
Diosma eee eee Ras 294 .33 117.56 176.77 2,762.28 
eg piicbacd ee todas ee 294.32 110.49 183 .83 2,578.45 
cscs icp ate ore Sone eee 294 . 33 103.14 191.19 2,387 . 26 
Bett. Steitaur ates uilews aces 294.33 95.49 198.84 2,188.42 
By at. See Tee eee Ree 294.32 87.54 206.78 1,981.64 
Se Re ec he eal T 294 .33 79.27 215.06 1,766.58 
Sats cus Li 294 .33 70.66 223.67 1,542.91 
Diinnins 16-6 ascetic keh aaa 294 .32 61.72 232.60 1,310.31 
Bs Soa s sis wn oe cea 294 .33 52.41 241.92 1,068.39 
Pe Se no's < die eee 294.33 42.73 251.60 816.79 
Wicn:a + a'ivanewaicen ene 294 .32 32.67 261.65 555.14 
RN, 2 Sra GIP Se 294 . 33 22.20 272.13 283.01 
Bite din: > nilgh gig cet tein ae 294.33 11.32 eee. |. wack 
$5,886.54 $1,886.54 $4,000.00 ...... 
Table VIII 
Showing amortization of discount on the basis of nominal principal as in 
table VII. 
Amortization Amortization 
of nominal Amortization of actual Balance of 
Period principal of discount loan actual loan 
$3,600 .00 
Diss bore ba hase eee $134.33 $32.72 $101.61 3,498.39 
ERED Pe Pony sere 139.70 31.80 107 .90 3,390.49 
as tion's chee 145.29 30.82 114.47 3,276.02 
EPR eet 2 151.09 29.78 121.31 3,154.71 
Reo. iigiig vitae 157.15 28.67 128.48 3,026.23 
Disesd> xn cdomee 163.43 27.51 135.92 2,890.31 
RE ere 169.96 26.27 143.69 2,746.62 
— CREE R 176.77 24.96 151.81 2,594.81 
ELEC ee ee 183.84 23.58 160.26 2,434.55 
OO Patetwat Weteou 191.18 22.13 169.05 2,265.50 
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Table VIII (Contiuued) 





Amortization Amortization 

of nominal Amortization of actual Balance of 

Period principal of discount loan actual loan 

| ee A eee $198. 84 $20.59 $178.25 $ 2,087.25 
- SES aes ne 206.79 18.97 187.82 1,899.43 
eee Pel 215.05 17.26 197.79 1,701.64 
RESO Te ' 223.67 15.47 208 . 20 1,493.44 
TES eee oy 232.61 13.57 219.04 1,274.40 
a ne ts te eee 241.91 11.58 230.33 1,044.07 
De ee ee 251.60 9.49 242.11 801.96 
ee ee 261. 66 7.29 254.37 547.59 
SSRs er 272.12 4.98 267.14 280.45 
errs 283.01 2.56 kr 
$4,000 .00 $400 .00 OS 2 aa ee 

Table IX 


Showing result by actuarial method (effective rate 5.22163 per cent. per period) 


Amortization Balance 


Period Payments Interest of loan of loan 

$3,600.00 

ENE Sa eee en eee $294.33 $187.98 $106.35 3,493.65 
| SNS ee eee 294 . 33 182.43 111.90 3,381.75 
| EER GE ere hae e 294.32 176.58 117.74 3,264.01 
a ae ae 294 . 33 170.43 123.90 3,140.11 
a yee wat cant coma 294.33 163.96 130.37 3,009. 74 
Diicici wien wee ceee ee 294.32 157.16 137.16 2,872.58 
Dckpks area sch daniceets 294 .33 149.99 144.34 2,728.24 
te Na high aida. ass wwe EE 294 .33 142.46 151.87 2,576.37 
ras cil. clas Sache aes 294 .32 134.53 159.79 2,416.58 
BO a 4k SUA aig e the ere 294 . 33 126.18 168.15 2,248 .43 
lata teaauiea ss Stee 294 . 33 117.40 176.93 2,071.50 
Ee rere re 294.32 108.17 186.15 1,885.35 
Ee Pa eee 294.33 98.45 195.88 1,689.47 
eer Pe 294.33 88.22 206.11 1,483.36 
OS ee ee ee 294 . 32 77.46 216.86 1,266.50 
oe ee 294 . 33 66.13 228.20 1,038 . 30 
a ae ees 294.33 54.22 240.11 798.19 
Ba ee oe 294.32 41.68 252.64 545.55 
Pee? 294.33 28.49 265.84 279.71 
se i tt ena 294.33 14.62 tk . re 





$5,886.54 $2,286.54 $3,600.00 ....... 
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Table X 


Comparison of results by actuarial methods with those arrived at by use of 
tables already given herein. 


Interest and discount earned 


Tables 
IX VilandI VIland V VII and VIII 
1 2 3 4 
Perera Fete $187.98 $198.10 $193.92 $192.72 
Oe .d py cig he Caen cee 182.43 190.82 187.41 186.43 
| ee Nee ca 176.58 183 .33 180.64 179.86 
DE .. . «Sous deuaneee 170.43 175.61 173.60 173.01 
B. icvarinach dao 163 .96 167 .66 166.27 165.85 
eee 157.16 159.47 158.65 158.41 
Danis dca hi a ead ee 149.99 151.03 150.73 150.63 
ee eR RS 142.46 142.32 142.49 142.52 
re eee > 134.53 133.35 133.92 134.07 
B.. KSA 126.18 124.09 125.01 125.27 
AR i eiree ee 117.40 114.54 115.74 116.08 
| eee ee 108.17 104.68 106.10 106.51 
IP eee 98.45 94.51 96.08 96.53 
| A en Pa 88.22 83.99 85.64 86.13 
RP eplntepen ct 077 2y: 77.46 73.15 74.80 75.29 
MOP ey eee fe 66.13 61.93 63.52 63.99 
Me. ae ee 54.22 50.35 51.79 52.22 
BBs esse vds cede 41.68 38.38 39.60 39.96 
PR ee Oe re 28.49 26.01 26.91 27.18 
S:. « cei.ciks se wack Ace 14.62 13.22 13.72 13.88 








$2,286.54 $2,286.54 $2,286.54 $2,286.54 


The significance of the differences in the amounts of interest 
and discount earned will be more readily comprehended by sub- 
mitting them in the form of percentages. 


Percentage of periodical earnings to total 


Table X 
Column 
1 2 3 4 
Pes co's oh ash acasews 8.22 8.66 8.48 8.43 
Highth ported. ..... 0... .c ees 6.23 6.22 6.23 6.23 
Aggregate to eighth period... .. 58.21 59.84 59.20 59.02 
eee ere 64 .58 .6€0 .61 


Using the actuarial method (column 1) as a basis, it will be 
noted that for the first period the overstatements of earnings by 
the threeother methods are respectively only 44/100ths, 26/100ths 
and 21/100ths of 1 per cent. of the total earnings. These over- 
statements decrease periodically until the eighth period, when the 
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earnings by any method are substantially the same. The aggre- 
gate earnings to the end of the eighth period are overstated only 
1.63%, .99% and .81% respectively. Thereafter the earnings 
are understated by varying percentages which, in the last period 
are 6/100ths, 4/100ths and 3/100ths of 1 per cent. respectively. 

It is of interest to note the variation in the percentages of the 


periodical earnings to the corresponding periodical balances in 
table VII. 


Table X 
Column 
2 3 4 
First period................ 4.9525% 4.848% 4.818% 
Bighth povied..... 2.200000. 4.8424% 4.848% 4.849% 
Reo ee .... 4.6712% 4.848% 4.904% 


Thus it will be seen that by using the method indicated in 
table V, applied to the balances in table VII, the periodical earn- 
ings are a constant percentage of the corresponding periodical 
nominal balances, which furnishes a strong argument in favor 
of the adoption of this basis whenever it is feasible to do so. 
However, the fact must not be overlooked that it will involve the 
construction of an additional table for each loan, and that this 
work can be eliminated by the adoption of the method indicated 
in table I. While this latter method results in a slightly larger 
overstatement of earnings in the earlier periods, from a practical 
point of view consideration must be given to the relative impor- 
tance of this condition and the additional cost of securing more 
nearly accurate results by any alternative method. 

There remains to be dealt with only that type of loan described 
as class ‘“‘g’’. In practice, the treatment is quite simple. The 
loan is divided into two parts — one, that portion to be paid in 
instalments, and the other, the balance payable at the end of the 
term. The discount is divided in the proportions of these two 
parts to the whole, and that part applicable to the instalment 
loan is taken up on the basis of table I or V, the balance being 
prorated equally over the term of the loan. In this relation refer- 
ence is made to the discussion of the treatment of discount on 
class ‘‘a”’ loans. 

The application of the method indicated in table I to discounts 
on loans repayable over lengthy periods is facilitated by the use of 
tables in the following form which may be compiled very rapidly 
with the aid of a calculating machine. 
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Term—S periods Term—10 periods 
Period Unit Percentage Period Unit Percentage 

Ds oteieceaticoa 5/15 33.33 ©. hiisvexs 10/55 18.18 
. er ee 4/15 26.67 Dt he 9/55 16.36 
) TARP tS? 3/15 20.00 Biss oa 5 8/55 14.55 
ee 2 ae 2/15 13.33 Sg, wee 7/55 12.73 
eee yee me 1/15 6.67 Beets as 6/55 10.91 
ge ere 5/55 9.09 

ee ee 4/55 7.27 

eee 3/55 5.45 

APT, 2/55 3.64 

OR oo a 1/55 1.82 


Tables may be prepared for any number of periods desired in 
such form as will render them instantly available for application 
to loans for any term. 

The discount earned each period is readily ascertained by multi- 
plying the total discount by the percentage for that period. 

It may be well to describe briefly the steps to be taken in re- 
cording the earned discount when it is ascertained. 

The earnings on each loan are entered in a columnar record 
with a separate column for each successive period (usually 
months), and the totals of these columns are posted periodically 
to earned-discounts account. Upon repayment of a loan prior to 
its maturity the whole of the discount not previously credited to 
income becomes earned and is taken up at that time. Such loans 
are then entered in another and similar record, and amounts cor- 
responding to the discounts unearned at the date the loan is paid 
off are distributed to the appropriate columns. Periodically the 
totals of these columns are transferred to and deducted from the 
totals of the corresponding columns in the earned-discounts 
record, leaving a net amount to be credited to earned-discounts 
account. 

Installing this system for an organization commencing business 
is a comparatively simple process, but for a company which has 
been operating for some time the inception involves considerable 
labor. In spite of the volume of work entailed there seems to be 
no more satisfactory method for all purposes than listing the out- 
standing loans as of a specific date, computing and tabulating the 
unearned discounts at that date by the new method, and making 
the necessary adjustments of the accounts affected. Thereafter, 
the saving in time will more than offset the time consumed in 
effecting the change, while additional satisfaction will be derived 
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from the knowledge that the accounts accurately reflect the result 
of operations. 

One other point deserves attention. Where it appears to be 
necessary to effect a change in the method of computing earned 
discounts it is not unlikely that the assertion will be made that the 
margin of inaccuracy resulting from the method in use is not 
sufficient to warrant any change, and it may prove somewhat 
difficult to persuade the responsible officers or employees to open 
their minds to the reception of the suggestion that there may be 
other and better bases for the computation than the one in use. 
Hence, the accountant must be prepared to demonstrate the fact 
to their complete satisfaction, and to furnish an answer to the 
inevitable question, ‘‘What is the proper method of computing 
earned discounts?’’ The foregoing presentation of the salient 
features of the subject will have served its purpose if it furnishes 
a guide to the solution of the problems ordinarily encountered. 
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EDITORIAL 


In a more or less informal way a ques- 
tion has recently arisen as to the owner- 
ship of an accountant’s working papers. 
The opinion seems to have been expressed by a client here and 
there that when the accountant had completed his labors, had 
presented his report and received his fee, all the notes, compu- 
tations and other intermediate kinds of documents in the case 
should be given to the client. Accountants, on the other hand, 
have invariably maintained that the papers which were pre- 
liminary to the report could not be regarded as the property of 
anyone except those who had prepared them. There seemed to 
be no court decision upon which to base an opinion in this matter, 
but it is an important question and any accountant may sooner 
or later be called upon to consider a request from clients that 
the working papers be relinquished. Accordingly, we have sought 
an opinion from one whose standing in the legal profession lends 
a great deal of weight to his views. The following response has 
been received from J. Harry Covington, counsel for the American 
Institute of Accountants: 


Accountants’ 
Working Papers 


‘‘We have been considering the question of ownership of an 
accountant’s working papers raised in your letter of December 
22nd. 

“We can find no decision on the question, but my own view and 
that of various members of this firm, with whom I have discussed 
it, is that the accountant undoubtedly has a right to the ownership 
of his working papers. 

“The accounting firm is not the employee or servant of the 
person for whom the report is to be made but is engaged as an 
independent contractor or as a professional person to do a specific 
task, that is, to make a report on certain aspects of the financial 
condition of the employer. The accounting firm is not engaged 
simply to copy the records. Different accounting firms may have 
different methods of copying records or making notes of them. 
The accounting firm prepares its report based on its own method 
of handling the case, and it is paid for the final report. 


119 








The Journal of Accountancy 








“The sheets of paper themselves ordinarily would originally 
belong to the accounting firm, or if they were supplied by the em- 
ployer I think they would be considered a gift for the purpose of 
making the notes. It is difficult to see how the ownership of the 
paper with the notes on it ever gets from the accountant to the 
employer. 

“It seems very similar to the file which is accumulated by a 
lawyer in handling a case. This file would ordinarily contain 
memoranda of statements made by the client, notes as to law 
questions, and original letters from the client and carbons of let- 
ters to the client. While I know of no case on the subject, I do 
not think it would ever be asserted that such a file belonged to the 
client even after the lawyer had finally been paid in full, and I 
know that we would never give such a file to a client. 

“It seems to me that the accountant’s working papers are 
necessary for his own protection after the report has been made. 
It does not seem to me that the employer has a right to the papers 
for the further reason that the accountant is not obliged to dis- 
close the method by which he gets to his final results. If he hasa 
particularly good way of working he does not have to disclose this 
to other people, or even to his employer unless he specifically 
agrees to do so. 

“Tt is true that it has been held that an architect has no right to 
plans which have been paid for, but I should think they would be 
similar to the accountant’s final report. I can find no cases 
dealing with the question of architect’s rough notes. 

“The recipient of a letter has a property right in the letter 
itself, although he has not the right to publish it. In the same 
way, I should think the accountant would have a right to the 
paper which he has made containing the information taken from 
the employer’s books, although he would not have a right to 
publish that information to the world. 

“All of this is rather unsatisfactory in the absence of decided 
cases. Still, I have no doubt that the accountant is entitled to 
his working papers in the absence of an agreement specifically 
providing otherwise, and I think that a court would so hold.”’ 


This letter seems to indicate that the only case at all analogous 
to the point at issue is that of the plans prepared by an architect 
for a client; but, as Judge Covington properly points out, archi- 
tectural plans are to the erection of a building very much what a 
balance-sheet or other definitive statement of accounts would be 
toa business. No one has attempted to dispute the ownership of 
a financial report of a client. That is the commodity which the 
client buys and it is his. What we are concerned with at present 
is the ownership of papers which correspond to the rough notes 
made by an architectural draftsman. 
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There may be some point in the sugges- 
To Avoid Dispute _tion implicit in the last paragraph of 
Judge Covington’s letter. He says, 
‘“‘in the absence of an agreement specifically providing other- 
wise.’ For those who are at all uncertain as to the ultimate 
decision in a case involving the ownership of working papers it 
might seem desirable to make it plain to all clients that there 
must be no misunderstanding on the subject of the working 
papers which are and will always remain the property of the 
accountant. To us it seems perfectly clear how the law and the 
equity run in this matter, but nogreat harmcan be done by making 
assurance doubly sure. This is one of the subjects upon which it 
would be helpful to have a decision by some court which would 
establish a precedent, but it is not at all probable that a dispute on 
the subject would be carried to the courts. 


One of Wall Street’s favorite winter 

“Stock Dividends” sports this year is the declaration of 
stock dividends, and the casual public 

reading its morning newspapers says to itself, ‘‘ Behold, how great 
a fortune the shareholders of such and such a company have now 
received.”’ For example, the Nash Motors Company has declared 
a stock dividend of 900 per cent, and there are many people who 
are quite firmly convinced that for every hundred dollars invested 
in the Nash Company the shareholders have received a bonus of 
$900. It must be remembered that in this case the present stock 
is without par value and the expression ‘‘900 per cent”’ actually 
means that each shareholder in place of one share now held will 
have ten shares of no par value. On the other hand, some com- 
panies, such as the American Banknote Company which reduced 
its $50 par value shares to $10 par value shares and issued five 
shares for one, have accomplished substantially the same purpose 
in another way. It will be interesting to see what appropriation 
of the Nash Motors Company’s surplus will be absorbed by the 
stock dividend. In other words, when placing a value upon a 
division of stock ownership two points must be remembered; 
there is the cutting up of a share into smaller shares having a 
total value unchanged, and there is also the true stock dividend 
which appropriates and capitalizes surplus. Many of the so- 
called dividends are merely a division of shares without affecting 
the surplus, and it is in this direction that companies declaring 
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stock dividends in recent months have been tending. The stock 
dividend operation—and we now refer to the division which 
does not affect the amount of surplus—is understood by the 
people in the financial world and they know that changing a $5 
bill into five ones does not increase the amount of money in one’s 
pocket. But it is rather a pity that there is no way of increasing 
the number of shares of stock without giving the great mass of the 
public the impression that colossal fortunes have thus been 
created out of thin air. True, the supreme court of the United 
States has expressed its views clearly and has held that stock 
dividends are not taxable as income — but who reads the opinions 
of the supreme court or of any other court except those personally 
concerned? The enormous advance in the market values of some 
industrial and a few other securities during the past year has made 
it almost compulsory in the interest of diversified investment to 
reduce the market price of an individual share. A stock selling 
at $500 is not one in which the small investor is directly inter- 
ested. There are several securities now listed on stock exchanges 
which almost certainly will be subject to partition and we shal] 
hear over and over again the allegation of immense fortunes 
created thereby. It seems as if it might be well to depart from 
the expression ‘‘stock dividend” and use a term with the same 
literal meaning but a different connotation, ‘stock division.” 
It would lead to a better understanding all around, and the 
phrase ‘‘stock dividend ”’ could be restricted to an operation which 
was really a capitalization of surplus. 


The winter of 1925-26 is an off-season in 

State Legislation state legislation. Only twelve legis- 
latures are or will be in session during 

this winter and, of those, four are meeting in special session to 
consider specific questions. The states whose legislatures sit in 
regular session are Kentucky, Massachusetts, Mississippi, New 
Jersey, New York, Rhode Island, South Carolina and Virginia. 
Those in special session are Georgia, Ohio, Pennsylvania and 
Washington. Last year nearly all the states permitted their 
legislatures to convene and enact unnecessary laws. Perhaps 
some few put really needed legislation on the statute books, but it 
is quite certain that at least ninety per cent of the new laws of last 
year might have been strangled at birth without making the world 
a whit the poorer. Accountants feel rather keenly the perils 
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of legislation. In spite of the efforts made last year by the 
American Institute of Accountants and various state societies it 
was impossible to avert all the danger. This year with only nine 
grade crossings ahead, business men, accountants and others 
should be able to get along with considerably less accident in- 
surance. Perhaps we shall come through the winter without 
any injury to the body of accountancy. 


_ Everyone who reads the Bulletin of the 
The Qualities of Ania Saatitute of A ine ll 
Audit Reports merican Institute of Accountants wi 
doubtless have been interested in an 
article entitled, ‘‘What price audits?’’, written by the chairman 
of the Robert Morris Associates committee on coéperation with 
public accountants. The author, Mr. Whitney, has the happy 
faculty of saying things with a smile, and, although accountants 
will doubtless differ from many of his opinions, there will be 
general agreement with most of his conclusions. Robert Morris 
Associates is the name of an organization of credit men of many of 
the principal banks of the United States. These men are brought 
into contact with financial statements submitted by borrowers, 
and consequently they are much concerned with the work done by 
accountants in the preparation of statements, more particularly 
with the question of certification. The substance of Mr. Whit- 
ney’s argument is that bankers should learn to read accounting 
reports and that accountants should present reports which can 
not deceive. The final paragraph is particularly worthy of quo- 
tation: 

“It is of prime importance that any faulty audit, certificate, comment, 
etc., be reported to your committee so that it may be discussed impersonally 
with the committee of the American Institute of Accountants who are 
coéperating so splendidly with our committee. The greater our amount of 


data the quicker this question of raising the audit to the position it should 
hold can be attained.’ 


If every certificate or financial statement which does not 
contain all that it is supposed to contain and if error of every 
kind were brought to the attention of the leading men among 
the bankers or among the accountants through their respec- 
tive organizations much would be done to bring about the pre- 
vention of error, negligence or fraud. The only way by which 
reform can be accomplished is by frank and full discussion and 
by education. 
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It is, however, one thing to report error 
in the hope of encouraging reform and 
quite another thing to make large and 
vague assertions of general crookedness. For example, the Am- 
erican Woolen and Cotton Reporter of November 12, 1925, in an 
article headed ‘‘Phoney audits” draws attention to frequently 
perfunctory selection of auditors to comply with the law and 
points out that in many cases the persons assigned to the duty of 
auditing do little more than add or subtract some figures that 
are presented to them. From this the writer of the article pro- 
ceeds to the question of Massachusetts savings banks and again 
asserts that the auditor may be engaged ‘‘to accept the book- 
keeping figures.’’ Proceeding a little further we find such a 
statement as this: 


Generalities Are 
Not Argument 


“Again, banks loaning large sums to corporations, have more or less 
insisted, in recent years, that the financial statement on which the loan is 
made shall be audited by a certified public accountant, for the borrowing is 
made easier when such a financial statement is presented. Even here, 
however, the audit is apt to be a mere addition or subtraction of figures 
presented by the unsupported statement of the treasurer as to inventory 
valuation, accepted without investigation.” 


The writer then discusses the ‘Hill Mill and Hamilton disas- 
ters’’ as a proof that ‘perfunctory audits arecommon.” Weare 
not familiar with the detail or indeed with any of the history of 
the disasters mentioned, but serious exception must be taken to 
the broad generalization that perfunctory audits are common. 
On the contrary they are extremely uncommon, as the records of 
business and the enormous growth of accounting practice clearly 
demonstrate. We do not believe that the article which we are 
discussing has done any great amount of harm, but it is typical of 
the thing which we are trying to describe, namely, ill-advised and 
abstract accusation. The way the Robert Morris Associates and 
the American Institute of Accountants are going about the busi- 
ness is a better and a cleaner way. 


: In THE JOURNAL OF ACCOUNTANCY for 

Our Spanish : : 
Goomatel September, 1925, we published with 
commendation a translation of a code of 
ethics adopted by the Institute of Certified Public Accountants of 
Mexico, and at that time expressed some doubt as to the accuracy 
of our translation of one idiomatic form. It is, therefore, with 
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great pleasure that we publish the following letter from the presi- 
dent of the Mexican Institute: 


“‘In the name of the Institute of Certified Public Accountants of Mexico, 
I have the pleasure of expressing to you the satisfaction with which its 
members have greeted the publication in the number of September of your 
— oF ACCOUNTANCY of an editorial on our code of professional 
ethics. 

“Not only have we been gratified by the manner in which you comment 
upon it, but have also to thank you for your benevolent remarks that will 
stimulate our work. 

“The literal translation of the clause of responsibility in article 2, section 
(a), which has been rendered in English as: ‘to be declared guilty by a 
judicial verdict officially handed down of any ordinary offense,’ gives this 
provision an utterly different meaning and far less importance than it 
really has in the original Spanish. 

“T therefore wish to explain that ‘delito del orden comin’ in accordance 
with our laws is any transgression subject to the provisions of the penal 
code, as opposed to those transgressions which are established by special 
minor laws and subject to the penalties which they institute, such as 
military offenses, offenses committed in electoral matters, smuggling, etc. 

“It is apparent that the perpetration of such an offense as ‘delito del 
orden comin’ renders impossible the stay within the Institute of the 
responsible member and is of sufficient gravity to justify his expulsion or 
suspension, as the case may,be. 

‘I hope to have made this matter clear, both to the writer of the afore- 
mentioned editorial and to your publication, and again thank you for your 
kind attention.” 


It appears, therefore, that the offenses to which the code of 
ethics refers in the phrase in question might be translated by the 
one word ‘‘crimes.”’ 


While on the subject of accounting in 
Mexico it may be of interest to draw 
attention to a dispatch sent by the 
Associated Press under date of November 14th to the effect that 
Mexican bank statements must be simplified so that persons who 
are not certified accountants may be able to understand them. 
An order to that effect has been issued by the national banking 
commission. It said that persons who deposit money in a bank 
are entitled to know the bank’s condition, not to guess at it. And 
yet there are people who are inclined to look down upon Mexico. 


Bank Statements 
in Mexico 


As this magazine goes to press there 
seems to be no reason to doubt that the 
federal tax bill will be enacted in some 
form and approved by the president before the end of February. 
The action of the house seems to have been dictated almost en- 
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tirely by a desire to achieve something for the good of the country, 
and there was a lovely lack of political trumpeting. The senate, 
of course, could not let any bill become law without performing 
some sort of operation on it, and at this writing it is not possible 
to predict in what form the patient will be sent out of the oper- 
ating theatre; but the betting is all in favor of an act in general 
consonance with the ideas of the administration. It will not be 
a perfect law. For example, there will be many inequities in the 
incidence of taxation. Relief to taxpayers with incomes of inter- 
mediate amount will be almost unnoticeable, while those in the 
upper and lower brackets will obtain substantial relief. But 
whatever the bill may be, good, bad, or Laodicean, every account- 
ant will hope that it will be a law before the first of March. The 
great thing is to know what the taxes will be so that the whole 
progress of business may not be interrupted as it has been in most 
of the years of the recent past by the long protracted and utterly 
incomprehensible tinkering by a dilatory congress. 


For eleven days a group of men who 

The Coal Strike describe themselves as representatives 

of the miners and of the operators in the 

anthracite fields of Pennsylvania met, adjourned ; met, adjourned; 
and so on day by day, and at the end of the eleventh day took a 
final adjournment sine die. Nobody seems to know what these 
gentlemen accomplished. Apparently they do not know them- 
selves. The topic which seemed to be most before them was 
whether wage disputes between employer and employed should or 
should not be subject to arbitration. Meanwhile the country is 
learning to burn coke and soft coal and various other kinds of heat 
producing and smoke creating fuels; and the newspapers, anxious 
to find some ray of light in a murky sky, claim that the anthracite 
industry is killing itself and that no one will ever burn anthracite 
hereafter. Of course, this is quite silly and as soon as 
anthracite is available the public will rush back and burn it with 
thankful hearts, if with empty pocket books. Some reduction of 
demand for smokeless fuel will follow the experience of this 
winter, and people who remember the inconveniences which are 
involved in dealing with an utterly self seeking industry may 
eschew it for good and all. But most folk have short memories. 
It is a thing to make angels weep to think that in this day and 
generation men supposedly sentient could not adjust a difference 
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or a series of differences on what must be a comparatively unim- 
portant matter. No one seems to understand exactly why the 
strike occurred, and it is absolutely certain that no one knows 
why the strike continues. We hear reports of suffering in the coal 
fields. The men have not been at work for five months, coal bins 
are empty of hard coal, our clean cities are becoming black with 
soot and many of the things upon which we have prided ourselves 
are lost because of this absurd example of cantankerousness. One 
of the noteworthy effects of the so-called conference is the quite 
impartial condemnation accorded by the public to both parties. 
The man in the street, in the office, in the club, is saying that the 
operators and the miners are equally guilty. No one has any 
sympathy with either. If the deadlock had been deliberately 
planned it could not have been more apparently stupid. 
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EDITED BY STEPHEN G. RUSK 


The subject of tax reduction has been so much discussed in the past year 
that it is probable that everyone is expecting that his taxes for the year 
1925 will be greatly reduced. If the 1925 returns are made out according to 
the law that is yet to be enacted, it will mean that congress will have to break 
all its records for speed and enact the law by the middle of February, and even 
then a great deal of speed will be necessary in getting out the regulations and 
tax-return blanks if they are to be available before March 15th. 

One can imagine the impatience there will be if the senate takes as much 
time as it ordinarily does in deliberating upon the new law. Fortunately there 
seems to be little opposition to the bill passed by the house of representatives 
and it is probable that little opposition will be met in the senate. As the bill 
seemed quite comprehensive and well thought out when it reached the senate, 
there may be little delay in reaching the final stages of the enactment. 

It has been pointed out to us that if the new law is not passed in time for 
taxpayers to make their returns in accordance with its provisions, the 1925 
returns will have to be made up under the provisions of the act of 1924, and 
the first instalment of tax will be paid in accordance with the 1924 law; but 
that adjustment of the returns will be made before the June 15th instalment 
is due and that the later payment will be adjusted so that the taxes finally paid 
will be in accordance with the new law. 

One must admire the effective way in which the recommendations of 
the American Institute of Accountants were made to the ways and means 
committee of the house of representatives by Edward E. Gore with the assist- 
ance of Lewis G. Fisher. The comment of the chairman of the committee at 
the close of the hearing contained a well merited compliment for the ‘orderly 
way”’ in which the suggestions were presented. 

For those subscribers who are not members or associates of the American 
Institute of Accountants, it may be well to state that the Institute made the 
following suggestions: 

That the jurisdiction of the United States board of tax appeals be extended 
to cover not only the act of 1924 but any other act where the statute 
of limitations does not operate to estop consideration of the questions 
at issue; 

That section 900 of the act be amended in such a manner as to place the 
burden of proof upon the commissioner rather than upon the taxpayer 
in cases apvealed to the board of tax appeals; 

That the section be amended to require the commissioner to file with the 
board of tax appeals notice of acquiescence or non-acquiescence with 
its decisions within 60-days after the decisions are announced; 

That there should be built up a line of precedents by the board of tax 
appeals that can be depended upon by the taxpayers for their guidance; 

That the law be amended to permit corporations and partnerships to 
deduct donations to the same extent as is permitted to individual tax- 
payers; 

That section 221 be amended so that there would be required no with- 
holding and no payments of tax at the source; 

That the law be made specific in permitting a taxpayer to file a tentative 
return on the seventy-fifth day after the close of a year, and a final 
return within one hundred and fifty days after the close; 

That a proper provision be enacted with respect to return of income on 
instalment sales, as the commissioner’s rulings with respect thereto 
have been held to have no legal warrant in the laws heretofore enacted. 
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These suggestions were presented in an admirably clear and concise manner; 
they were explained and discussed at the hearing and potent reasons were 
given as to their desirability, and we shall soon see to what extent congress will 
be able to adopt them. 

Last month comments were made at some length upon the board of tax 
appeals’ decision in the Guaranty Construction case that surplus at the be- 
ginning of any taxable year may not be reduced in computing invested capital 
on account of taxes payable within the year upon income of the preceding year. 
In its explanation, the board stated among other things: 


‘‘As annual expenses they constitute for accounting purposes charges 
against the earnings of the year in, which they become due and payable.” 


The supreme court of the United States rendered a decision on January 4th 
of this year that is in opposition to that of the board just quoted. The case 
on which the court made this decision is the United States v. The Yale & Towne 
Manufacturing Company. 

The language of the court that appears to convey a conclusion opposite 
to that of the board is, in part, as follows: 


“In a technical or legal sense it may be argued that a tax does not 
accrue until it has been assessed or become due; but it is also true that 
in advance of the assessment of a tax all the events may occur which fix 
the amount of the tax and determine the liability of the taxpayer to pay it. 
In this respect, for purposes of accounting and of ascertaining true income 
for a given accounting period the munitions tax here in question did not 
stand on any different footing than other accrued expenses on the tax- 
payer’s books. In the economic and bookkeeping sense . . . the taxes 
had accrued.” 


A digest of the ruling is quoted as follows: 


‘Munitions taxes paid in 1917 for the year 1916 by a taxpayer keeping 
its books on the accrual basis and accrued on the books of the taxpayer 
for 1916, were held to be deductible on the income-tax return for 1916 
since the taxpayer’s true income for 1916 could not have been determined 
without deducting such taxes and in an economic and bookkeeping sense 
such taxes accrued in 1916.” 


In view of this decision it seems highly probable that the commissioner will 
raise the question as to all taxes based on invested capital, and where he is not 
estopped by the statute of limitations, as to whether or not a deficiency in 
tax has been caused by his deducting from invested capital at the beginning 
of a taxable year the income and profits taxes computed on the income of the 
preceding year and paid in the subsequent year. 

This decision affects only taxpayers keeping their accounts and making their 
returns on the so-called ‘‘accrual basis.” 


SUMMARY OF RECENT RULINGS 


An entity operating a business and submitting corporate returns for years 
may not recover taxes paid on the claim that its operations were conducted 
by a partnership of which the stockholders were members. (U. S. District 
court, W. D. of Pennsylvania, McDonald Coal Co. v. Heiner, collector.) 

No actual cash or tangible property of cash value and no surplus being 
invested or used in a corporation’s business, and all profits arising from com- 
missions at once distributed, it should be taxed under the 1917 act as having 
only a nominal value. (U. S. district court, S. D. of Ohio, W. D., Gus Sun 
Booking Exchange v. Deane, collector.) 
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Where the lessee guaranteed certain dividends on lessor’s stock and instead 
of paying the rental to lessor it paid direct to the latter’s stockholders (aside 
from itself) a proportionate amount of such rentals, such payments were taxa- 
ble income to the lessor. (Court of claims of the United States, American 
Telegraph & Cable Co. v. United States. 

Owning stock, receiving and distributing dividends, endorsing notes of 
subsidiary companies and purchasing bonds for retirement or sinking-fund 
purposes, do not render a holdin company liable to tax as doing business. 
(Circuit court of appeals for third district, International Salt Co. v. Phillips, 
collector.) 

A husband's assignment of half his share of a partnership income did not 
relieve him from liability for income tax on the entire share. (U. S. district 
court, New York, Ormsby McKnight Mitchell v. Bowers, collector.) 

A widower, living at a hotel because of the demands of his profession, was 
held entitled to exemption as head of a family, whose daughter between 18 and 
21, dependent upon him, lived with his sister when not away at school. (U.S. 
district court, N. D. of Texas, L. Mackechney v. United States. 

Land was held not to be subject to amortization but the allowance for 
amortization of war facilities in 1918 . . . may not be reduced to the extent 
of depreciation allowed on amortized property in years subsequent to 1918. 
(B. T. A. decision 956, docket 1142, Walcot Lathe Company.) 

A false and fraudulent return was made where taxpayer transferred part of 
his withdrawn salary to his wife, made adjustment therefor on the books of 
the corporation and returned only the balance. (B.T. A. decision 957, docket 
1709, Fred Ascher.) 

Contributions made to a certain farm bureau, the taxpayer’s purpose being 
to Se itself, were held to be deductible. (B.T. A. decision 959, docket 
3373. 

Reserves set up for taxes disallowed as deductions. (B. T. A. decision 974, 
docket 3033, W.S. Young Co.). (See supreme court decision in Yale & Towne 
Co. case for contra view.—Ed.) 

The amounts alleged as maintenance expense of an automobile used in 
— must be established. (B.T. A. decision 982, docket 2425, R. G. Hub- 

ard. 

A taxpayer is taxable only on the amount of salary actually received in 1922, 
where the corporation was without funds to pay a larger amount accrued 
Gane) on its own books. (B. T. A. decision 992, docket 2395, Harry W. 

ilson. 

Insurance taken out by a decedent husband payable to his estate, passin 
under the Tennessee laws, is not included in gross estate by section 402 (f 
act of 1921. (B. T. A. decision 1014, docket 4716, Executrices of estate of 
C. E. Lucky.) 

The burden of proof to show that an assessment has been barred by the 
statute of limitations is on the taxpayer. (B. T. A. decision 1029, docket 
3961, Edward H. Lawrence.) 

A cost inventory may not be reduced by a straight percentage on account 
of shop-worn and out-of-style goods. (B. T. A. decision 1037, docket 2400, 
Orents Department Stores, od 

An attorney’s fee, measured by the extent of the benefit of his services, was 
held deductible as a partnership expense. (B. T. A. decision 1043, docket 
3545, Henry Tarr & Haas.) 

The amount distributed as dividends during the year may be deducted from 
invested capital only to the extent by which it exceeds the year’s earnings to 
a rt rate. (B. T. A. decision 1054, docket 3580, Watsontown Brick 

oO. 

The acceptance or rejection of amended returns is a matter of administrative 
policy of the bureau and beyond the board’s jurisdiction. (B. T. A. decision 
1062, docket 3519, Kunkel & Co., Inc.) 

Dividends declared after the first sixty days of a given year reduce invested 
capital for that year only to the extent that the dividends exceed the earnings 
of that year without considering a so-called ‘‘tentative tax” for that year. 
(B. T. A. decision 1071, docket 2832, Rhode Island Tool Co.) 
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A retroactive appraisal based upon subsequent earnings was insufficient to 
show for invested-capital purposes that the actual cash value of the tangibles 
at the time paid in was clearly and substantially in excess of the stock issued 
therefor. (B. T. A. decision 1078, docket 2086, Sphar Brick Co.) 


TREASURY RULINGS 
(T. D. 3760, October 10, 1925) 
ARTICLE 109: Rentals. 


(Also section 214 (a) 8, article 164.) 
Charging off cost or 1913 value of a lease.—Treasury decision 3414 
amended. 

Treasury decision 3414 (C. B. I-2, 90) is hereby amended to read as follows: 

A lessee is entitled under the revenue acts of 1916, 1917, 1918, and 1921 to 
an allowance for the exhaustion of a lease used in trade or business based on 
the value of the lease as of March 1, 1913, if acquired prior thereto. In the 
case of a lease acquired by purchase subsequent to March 1, 1913, for use in 
trade or business, the purchaser may take as a deduction in his return an 
aliquot part of the amount paid for the lease based on the number of years the 
lease has to run. 

Section 214 (a) 8—Deductions allowed: depreciation 
ARTICLE 164: Capital sum recoverable through depreciation allowances. 
. Charging off cost or 1913 value of a lease acquired prior to 1913 (See T. D. 
60.) 


(T. D. 3771, November 13, 1925) 
Section 700 (a) (1), Regulations 64 (1924), Article 14: Computation of tax. 
Capital-stock tax—fair average value.—Articles 14 and 15 of 
regulations 64 (1924 edition) amended. 


Articles 14 . . . of regulations 64 (1924 edition) are hereby amended so as 
to read as follows: 

Art. 14. Computation of tax.—The tax is imposed at the rate of $1 for each 
full $1,000 of the fair average value of the capital stock of the c ration for 
the preceding year ended June 30th, in excess of the prescribed deduction of 
$5,000. In making the estimate of value authorized by the law the surplus 
and undivided profits shall be included. 

The use of the expression ‘‘fair average value of the capital stock’’ mani- 
fests an intent to prescribe an equitable basis for assessment of the tax. ‘‘Fair” 
means just. ‘‘Average” indicates apportionment. Both of these elements 
will be given consideration. The law clearly implies that discretion must be 
exercised in fixing values, to the end that the burden imposed will fall with 
measurable equality upon all corporations liable for the tax. 

The tax is measured by the fair average value of the capital stock of the 
corporation for the year ending June 30th preceding the taxable period. A cor- 
poration in existence less than a year on July 1st of the taxable period will be 
permitted to consider values only during that portion of the year it was in 
existence. 

Where no material change occurred in the outstanding capital stock or in 
the fair value thereof during the year preceding the taxable period, the state- 
ment of assets and liabilities as of the close of the corporation’s latest fiscal 
year, when properly reconstructed, usually will give due effect to the term 
“fair average value.’’ However, if a material increase or decrease occurred 
it will be necessary for the corporation to submit a detailed statement showing 
the changes, dates of occurrence, as well as the effect such changes had upon 
the fair average value of its capital stock for the entire annual period. 

Under exhibit B of the return the market value of the shares will be com- 
puted so as to give effect to the average number of shares outstanding during 
the year preceding the taxable year, if the taxpayer was in existence during 
the entire year. A corporation in existence less than a full year will average 
the shares outstanding from the date of its incorporation to June 30th following. 
The prices reported will be the mean of the highest and the lowest bid price 
during each month from which the average for the year will be obtained. 
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No deduction is allowed corporations organized in the United States for 
capital invested outside of the United States. If the corporation is doing 
business it is taxed on its entire capital stock, even though most of it may 
not be employed in the business. 


Regulations 64 (1924), Article 15: Fair average value of capital stock 


Articles . . . 15 of regulations 64 (1924 edition) are hereby amended so as 
to read as follows: 


Art. 15. Fair average value of capital stock——The fair average value of 
the capital stock for the purpose of determining the amount of the capital- 
stock tax must not be confused with the market value of the shares of stock 
where it may be necessary to determine such value under other provisions of 
the revenue laws. The fair average value of the capital stock, the statutory 
measure of the tax, is not necessarily the book value or the value based on 
prices realized in current sales of shares of stock or the value determined 
by capitalization of earnings. 

Form 707 provides exhibit A for the book or fair value of the assets, 
exhibit B for the market value of the shares, and exhibit C for the value of 
the capital stock based on the capitalized earnings. All information called 
for must be given in every case where it is procurable. The fair average 
value of the capital stock of a corporation and the tax payable thereon shall 
be determined from a consideration of the data contained in the return as well 
as all elements and factors affecting values, which should be harmonized so 
far as possible in the ultimate fair value found. Fair value is required ir- 
respective of the exhibit used or the method employed in its determination. 
It is relevant, however, to consider the entire potentiality of the corporation 
to profit by the exercise of its corporate franchise. 

Exhibit A.—The character of the assets is probably the most important 
factor in determining the reliability of the value reflected by this exhibit as 
being indicative of the fair value of the capital stock. If the market value 
of the assets be established, the fair value of the capital stock is held to be 
not materially less than the fair market value of the net assets. 

Exhibit B—The market is regarded as a factor, but only of importance when 
the underlying factors upon which the market has been established are sound 
in all essential particulars. The capital stock of a corporation, its net assets, 
and its shares of stock are entirely different things. The value of one bears 
no fixed or necessary relation to the value of the other. 

Exhibit C_—The weight attaching to this exhibit is largely dependent upon 
the nature of the business and character of the assets. It is essential to deter- 
mine as accurately as possible the normal earning capacity of the corporation 
for the year preceding the taxable period. If the average adjusted income for 
the preceding five-year period fails to reflect the present normal income of the 
corporation, such average income will be discarded in favor of a normal 
income. 

In capitalizing the net earnings of the corporation, which should reflect the 
true earning capacity, the officers should use a rate fairly representing the 
conditions obtaining in the trade and in the locality, with due regard to other 
important factors, including the worth of money. But such fair value must 
not be greatly at variance with the reconstructed book value shown by exhibit 
A, unless the corporation is materially affected by extraordinary conditions 
which support a lower valuation. In any such case a full explanation must 
accompany the return. The commissioner will estimate the fair value of the 
capital stock in cases regarded as involving any understatement or under- 
valuation. 

The fair value of the capital stock, as provided under section 700 (a) (1) of 
the revenue act of 1924, and invested capital are not necessarily the same. 
For the purpose of capital-stock tax the fair value of the capital stock is 
estimated, and is predicated on present values, including actual appreciation of 
property, whether realized or unrealized, and such intangible assets as good- 
will, trade-marks, and patents to the extent reflected by the earning power, 
whereas invested capital is based upon the actual investment of the stock- 
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holders in the corporation, irrespective of the present value of its assets. 
In the case of the capital-stock tax the fair value looks to the present net 
value of the assets, irrespective of the amount of the investment of the stock- 
holders. 


(T. D. 3772, November 14, 1925) 
Article 368: Use of substitute certificates 


Withholding and information at the source.—Articles 368 and 
374 revoked; articles 371, 1073, and 1079 amended. 


The provisions of regulations 65 pertaining to withholding and information 
rs the source are hereby amended by the following revocations and modi- 
cations: 
Article 368 of regulations 65 is hereby revoked. The use of substitute 
certificates is discontinued. 


Article 371: Return of tax withheld 


Article 371 of regulations 65 is modified to read as follows: 


Art. 371. Return of tax withheld.—(a) Every withholding agent shall make 
an annual return of the tax withheld from interest on corporate bonds or other 
obligations on or before March 15th on form 1013. This return need not be 
executed in duplicate and should be filed with the collector for the district in 
which the withholding agent is located. The withholding agent shall also make 
a monthly return on form 1012 on or before the 20th day of the month follow- 
ing that for which the return is made. The ownership certificates, forms 1000 
and 1001, must be forwarded to the commissioner with the monthly return, 
which need not be executed in duplicate. Form 1001, however, need not be 
listed on the return. (5) Every person required to deduct and withhold any 
tax from income other than such bond interest shall make an annual return 
thereof to the collector on or before March 15th, on form 1042, showing the 
amount of tax required to be withheld for each nonresident alien (individual 
or fiduciary), partnership not engaged in trade or business in the United 
States, and not having an office or place of business therein, composed in whole 
or in part of nonresident aliens, or foreign corporation not engaged in trade 
or business within the United States and not having any office or place of 
business therein, to whom income other than bond interest was paid during 
the previous taxable year. Form 1042 (no duplicate nece P ‘should be 
filed with the collector for the district in which the withholding agent is 
located. In every case of both classes the tax withheld must be paid on or 
before June 15th of each year to the collector. For penalties attaching upon 
failure to make such returns or such payment see sections 276 and 1017 of 
the statute, section 3176 of the Revised Statutes as amended, and articles 
1261 and 1361. 


Article 374: Use of information return where no actual withholding 


Article 374 of regulations 65 is hereby revoked. The filing of forms 1096A 
and 1096B is no longer required. Ownership certificates, form 1001, should 
accompany form 1012 but need not be listed. 


Article 1073: Cases where no return of information is required 


Articles 1073 . . . of regulations 65 are amended to read as follows: 

Art. 1073. Cases where no return of information required.—Payments of 
the following character, although over $1,000, need not be reported in returns 
of information on form 1099: (a) Payments of interest on obligations of the 
United States; (6) payments by a broker to his customers; (c) payments of 
any type made to corporations; (d) bills paid for merchandise, telegrams, 
telephone, freight, storage, professional services, and similar charges; (e) 
payments of rent made to real estate agents (but the agent must report pay- 
ments to the landlord if they amount to $1,000 or more annually); (f) pay- 
ments made by branches of business houses located in foreign countries to 
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alien employees serving in foreign countries; (g) payments made by the 
United States government to sailors and soldiers and to its civilian employees; 
and (hk) payments of salaries, rents, royalties, interest (except bond interest 
required to be reported on ownership certificates), and other fixed or deter- 
minable income aggregating less than $2,500 when made to a married indi- 
vidual. If the marital status of the payee is unknown to the payor the payee 
will be considered a single person for the purpose of filing a return of informa- 
tion on form 1099. 


Article 1079: Return of information as to foreign items 


Articles . . . 1079 of regulations 65 are amended to read as follows: 


Art. 1079. Return of information as to foreign items.—(a) In the case of 
collections of foreign items, the ownership certificates (form 1000 or 1001) 
when required and duly filed shall constitute and be treated as returns of 
information. Where such certificates are used, a monthly return shall be made 
on form 1012 and an annual return on form 1013, as provided in article 371. 
Forms 1012 and 1013, when so used, should be modified to show the name and 
address of the paying agent, but the listing of form 1001 on form 1012 is 
not required. (5) In the case of dividends on the stock of a nonresident 
foreign corporation or interest on bonds of a nonresident foreign corporation 
paid to citizens or residents of the United States, or resident partnerships, 
except as provided in (a), a return of information on form 1099 shall be 
required if the amount thereof is $1,000 or more in any taxable year, except 
where the payee is married, in which case no return is required unless the 
amount is $2,500 or more. Such forms accompanied by form 1096 should be 
forwarded to the commissioner on or before March 15th of each year. See 
article 1071. 
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Students’ Department 


EpITEepD By H. A, FINNEY 
AssIsTED BY H. P. BAUMANN 


AMERICAN INSTITUTE EXAMINATIONS 


(NotE.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinion of the editors of 
the Students’ Department. Solutions of problems 2 and 3 of part I appeared in 
the January number.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Parrt I 
NOVEMBER 12, 1925, 1 P. M. to6 P. M. 


The candidate must answer the first four questions and one other question. 
No. 1 (25 points): 

A large manufacturing concern operates the following producing departments: 

(a) Quarry, where mineral is extracted. 

(b) Railroad, 20 miles in length, from quarry to main plant. 

(c) Main plant, divided into— 

Foundry and rolling mill. 

Process plant, where mineral is treated. 

Machinery department, where foundry product is finished, and 

Assembling department, where treated mineral and metal parts are 
combined into finished product. 

A salvage department is operating at the main plant, the function of which 
is to dispose of all discarded material either as scrap or—if possible to repair 
or recondition profitably—as material to be reissued for operation or construc- 
tion. 

From the following data, determine 

(1) The amounts to be credited the department from which the material is 

taken and whether credit is to operation or to a fixed-asset account. 

(2) The prices at which to be taken into salvage stock, and 

(3) Discuss generally and briefly the principles governing price at which 

salvaged material should be charged out and how savings due to sal- 
vage operations should be shown. 


Depre- Costto Scrap 


Material Quantity Weight Price ciated epairor value 
(new) value recondition 

Belting from lathe. 20 ft. $12 $3 $2.50 $ None 
Pulleys from lathe 

shafting........ 5 150 lbs. 60 20 10.00 1.50 
Rock drills. ...... 20 200 * ya 5.00 4.40 
Defective castings 

made in foundry. 7 700 “ 70 80.00 7.00 
DD. Ti Gi a 4a 6 ane 500 500 impossible 50.00 
Lead-covered power 

transmission ca- 

ble—quarry .... 300 ft. 1,200 “ 240 48 aa 144.00 
Brass borings... .. 500 ‘ 50.00 


Electric motors— 
machinery  de- 


partment....... 3 450 45 120.00 60.00 
Large bolts—quarry 150 120 “ 30 5.00 1.20 
Copper boiler-tube 

from locomotives * 15 impossible 6.50 


Grinding _rolls— 


process depart- 
RS Sere 10 1,000 “ 200 20 120.00 10.00 
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Depre- Costto Scrap 
Material Quantity Weight Price ciated repairor value 
(new) value recondition 


Gears for grinding 
rolls—made in 
own foundry.... 400 Ibs. $100 $10 $115.00 $4.00 
Steel tanks—proc- 
ess department. 10,000 “ 500 100 425.00 100.00 
Plates and angle- 
iron from assem- 
bling department 
building 8,000 “ 320 impossible 80.00 
General expense of salvage department.... $1,000 per month 
Turnover in money—about tein 


Solution: 

In general, the operation of the salvage department should not result in the 
taking up of any profit, as profits are made by sales and not by reconditioning 
fixed assets or by making good damages to product in process. If, however, 
the book value of fixed assets salvaged is less than their scrap value, the cost 
after rehabilitation can usually be properly shown as the sum of the scrap value 
and the reconditioning cost. Thus a credit to income (or a correction of sur- 
plus on account of excessive depreciation charges) does result, but the credit 
would arise even if the property were not reconditioned, because it has a salable 
value in excess of its book value. It seems proper, therefore, to take the prop- 
erty into the accounts at the amount which could be obtained for it as scrap, 
plus the cost of salvaging. 

In the case of fixed assets, the property account should be credited with the 
cost and the reserve charged with the related depreciation, unless the asset has 
been written down, in which case the property account will be credited with the 
net book value. In the case of product in process, the material, labor and 
overhead accounts should be relieved of the accumulated costs, and an overhead 
account for spoilage costs should be charged with the difference between the 
accumulated costs and the scrap value. 

In the following discussion of the proposed treatment of the several items 
stated in the problem, it is assumed that the figures shown in the ‘‘cost to 
repair or recondition” column include a proportion of the general expense of the 
salvage department; if this is not the case the $1,000 of general expense should 
be prorated over the cost of the property salvaged, thus increasing the total cost 
at which the property will be charged into salvaged-stock accounts. 

As the principles governing the treatment of fixed assets salvaged differ from 
those governing the treatment of product salvaged, the items given in the 
problem are considered hereinafter under two general headings of fixed assets 
and product: 


Fixed Assets 
Price Depreciated Scrap Cost to 
(new) value value repair 
Belting from lathe $12.00 $3.00 ees $2.50 
Charge the cost of repair to the reserve for depreciation, or relieve the 


asset account of $12 and the reserve of $9, and set up the repaired asset at 
$3 (book value) plus $2.50 (repair cost). 
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Price Depreciated Scrap Cost to 
(new) value value __ repair 


Pulleys from lathe shafting..... $60.00 $20.00 $1.50 $10.00 
Charge the cost of repair to the reserve, or relieve the asset and the reserve 
of $60 and $40, respectively, and charge salvaged stock with $20 plus $10. 
i GR 6 soe pales ete eee $20.00 ioe $2.25 $5 .00 
Charge the cost of repair to the reserve, or relieve the asset and reserve 
accounts and set up the salvaged stock at $7.25, taking credit for $2.25 as a 
correction of earnings in respect of excess depreciation. 


It will be noted that in the first two cases salvaged stock was charged with 
book value plus repair cost, while in the third case salvaged stock was charged 
with scrap value plus repair cost. That is, no loss was taken in the first two 
cases when the scrap value was less than the depreciated value, while in the 
third case a profit was taken, or rather the profits of prior years were corrected. 
(It will be noted, however, that in no case is the salvaged stock valued at more 
than cost new.) The difference in procedure is defended on the following 
theory. A fixed asset may have no realizable scrap value, and yet its operating 
value after reconditioning may be greater than the cost to recondition. That 
is, the asset may be worth reconditioning but not worth selling. As long as the 
total of the book value and the cost of repair is less than the original cost, it does 
not appear necessary to take up a loss of the difference between depreciated 
book value and scrap value. On the other hand, if the book value is less than 
scrap value the profits have been understated because of excess depreciation. 
Or viewed in another way, a profit is in sight to be realized by sale. If the 
asset is not sold the company is out the possible proceeds, and should consider 
that the repaired asset cost what could have been obtained for the scrap plus 
the reconditioning cost. 


Fixed Assets 
Price Depreciated Scrap Cost to 
(new) value value repair 
PN I i 6 a a $500.00 i $50.00 impossible 


Relieve the asset and reserve accounts, and adjust the earnings in respect 
of excess depreciation, or take up as earnings the proceeds of the sale of 
the ties as scrap. 

Transmission cable............ $240.00 $48.00 $144.00 impossible 

Relieve the asset and reserve accounts, taking up the scrap value of $144, 
and an income credit of $96. 

Blectefe Misted®.. 0. once ccc cess $450.00 $45.00 $60.00 $120.00 

Relieve the asset and reserve accounts, taking up the salvaged stock at 
$60, with a $15 correction of income. 

LAI 6 655.65 cea cnapedtiones $30.00 tha $5 .00 $1.20 

Relieve the asset and reserve accounts; correct the income in respect of 
$5 excess depreciation; and take into salvaged stock at $6.20. 

Copper boiler tube............ $15.00 pseu $6.50 impossible 

Relieve the asset and reserve, taking $6.50 into income as the proceeds of 
the sale of scrap. 

CRI os ioe ca secciescs $200.00 $20.00 $10.00 $120.00 

Relieve the asset and reserve accounts, taking the property into salvaged 
stock at $20 plus $120. 

Gears for grinding rolls........ $100.00 $10.00 $4.00 $115.00 
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We have here the peculiar condition of a greater cost to repair an old asset 
than to make a new one, since, after relieving the asset and the reserve 
accounts, the book value of $10 plus reconditioning costs of $115 makes a 
total cost of $125 as compared with an original cost of $100. This may be 
accounted for by an increase in production costs since the property was 
made. However, regardless of the reason, there appears to be no objection 
to valuing the salvaged property at $125 provided this is not more than it 
could be purchased for. Savings on own production should not be taken 
into income, but there is no obligation to take a loss on production of fixed 
assets (which would result from writing down the reconditioned asset to 
$100) unless the cost to produce is an overvaluation as compared with cost 
to purchase. 


Price Depreciated Scrap Cost to 
(new) value value repair 


NN i ileen ta hem dail $500.00 $100.00 $100.00 $425.00 
After relieving the asset and reserve accounts, and after adding book 
value and repair expense, we have a total cost of $525 as compared with an 
original cost of $500. These tanks were not made by the company, and 
hence the asset should be taken into salvaged stock at $500 unless market 
costs have increased so that $525 does not represent an overvaluation as 
compared with present market costs. 


Product 
Cost Scrap Repair 
(new) value cost 
RO I on kin 5:0. ssiene nnmans $70.00 $7.00 $80.00 


The difference between the total cost, $70, and the scrap value, $7, should be 
charged to overhead of the department in which the spoilage occurs, unless it 
is considered that spoilage may be caused in one department and come to 
light in another, in which case the spoilage may be charged to a general over- 
head account and distributed over all departments. The salvaged castings 
will have a total cost of $7 plus $80, but as this is more than cost new, the 
value should be reduced to $70, with a charge of $17 to profit and loss. 

EEE TOPOS .... $50.00 ezine 

The proceeds of the sale of borings may be credited as a reduction of 
material costs or overhead costs, or as income. Or if the borings are put into 
salvaged stock and not immediately sold the stock accounts may be charged 
with the $50 value. 

a re $320.00 $80.00 impossible 

Charge $240 to overhead of the assembly department and take into the 
salvage department at $80. 

No. 4 (zo points): 
The X company has capital stock issued and outstanding at June 30, 1924, 
as follows: 
5,000 shares 7% cumulative preferred stock, par value $100 per share. 
10,000 shares common stock, no par value. . 
This company manufactures machine units to sell at an average price of 
$8,500 per unit and does business almost entirely upon a lease-contract basis, 
accepting from its customers several notes ontendion over periods ranging from 
12 to 36 months. 

For the three years ended December 31, 1923, the company’s profits have 
been insufficient to meet preferred dividend requirements. 
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It is apparent to the board of directors that additional liquid capital is neces- 
sary to promote more profitable operation and as no further bank loans can be 
placed nor can the company discount any more of its customers’ notes except 
at an exorbitant rate, an additional issue of capital stock is decided upon, viz.— 
5,000 shares of ‘‘A”’ preferred stock without par value but with a nominal value 
of $20 per share, redeemable at $20 per share at a fixed date and carrying 
cumulative dividends at the rate of $2 per annum per share. This stock is duly 
authorized and offered at $20 per share. 

The only broker who will handle the stock insists upon a commission of 
25% of the selling price, which is approved by the company. 

All the stock is sold prior to December 31, 1924, and remittance is made by 
the broker for the proceeds less $25,000 commission. 

At what amount should the “A”’ preferred stock be shown on the X company 
balance-sheet at December 31, 1924? 

How should the item of $25,000 commission be treated with regard to the 
company’s federal tax return? Give reasons. 

Solution: 

This problem involves two questions, as follows: 

1. Treatment of no-par-value stock sold at less than the nominal value, 
and, 


2. Treatment of commission paid on the sale of capital stock. 


1. The capital issues of the company before refinancing would appear in the 
balance-sheet as follows: 
Capital stock: 
Preferred 5000 shares 7% cumulative, par value, $100 per 


No par wales, comumnem, BRIO GaRiGins 2685 occ cccereest eee 


The new “A” preferred stock without doubt ranks after the original pre- 
ferred stock as to liquidation or dividend payments and before the original 
no-par-value shares. In event of liquidation the original preferred stock 
would be paid off without reference to the claims of the “A” preferred stock- 
holders, and the “‘A’”’ preferred stockholders would be paid off without refer- 
ence to the claims of the no-par-value stockholders. In view of the fact that, 
in event of liquidation, the “A” preferred stockholders would have a valid 
claim for $20 per share or $100,000, it would be advisable to set the “A” pre- 
ferred stock up at $100,000. The commission paid should be charged to 
surplus at once or over a reasonable term of years. 


2. The regulations issued under the several revenue acts provide as follows, 

Article 543.—Sale of capital stock. The proceeds from the original sale by a 
corporation of its shares of capital stock, whether such proceeds are in excess 
of or less than the par value of the stock issued, constitute the capital of the 
company. If the stock is sold at a premium the premium is not income. Like- 
wise, if the stock is sold at a discount, the amount of the discount is not a loss 
deductible from gross income. 

It may be contended that the above-quoted article does not apply on the 
theory that the company sold the stock at its declared value of $100,000 and 
then paid the broker a commission of $25,000. However, the following state- 
ment: “All the stock is sold prior to December 31, 1924, and remittance is 
made by the broker for the proceeds less $25,000 commission" indicates that 
in fact the company actually disposed of this stock for $75,000, and that conse- 
quently, in accordance with the above-quoted article, the discount or com- 
mission is not deductible from taxable income. 
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No. 5 (24 points): 

Companies A and B are close corporations conducting similar businesses. 
Mr. Lee, the owner of company B, wishes to retire from active management and 
company A proposes to purchase company B and to amalgamate the two 
concerns. 

Both companies have prepared financial statements for the last five years, 
which may be taken as correct, and an appraisal company has recently made a 
valuation of the assets of each company as a going concern. 

The following statements are presented and you are requested by Mr. Lee 
to advise him as to the basis on which an amalgamation should be made and the 
purchase consideration he should receive. 

Draft a statement showing the effect of the combination on terms which 
would be equitable to both parties: also an adjusted, combined profit-and-loss 
account on the five years’ average, the result of which will form the basis for 
your recommendations. 


Company A 
Assets 
Land: 
Appraisal valuation, $84,000. 
NE ON MNS, 5s ie aa 5 Sure Sierals Sa Sl rhb wee SR $40,000 
Brick buildings: 
Appraised value: replacement, $62,000 less depreciation $12,000; 
appraised present value $50,000: average annual depreciation 
charged $4,000. 
I ea al cod sic ics avalcncas kG. 4 Ud nce nae RRR a 35,000 
Machinery and plant: 
Appraised replacement cost $57,500 less depreciation $19,500; 
appraised present value $38,000: average annual depreciation 
charged $9,000. 
Ne oe a ea: a 6 on dds dra WR se SRS Rat ea nh ees 21,500 
Trucks and cars: 
Appraised replacement cost $22,000 less depreciation $8,000 
appraised present value $14,000: average annual depreciation 
charged $3,500. 
ERLE ee en ee are re ee 6,000 
Furniture and fixtures: 
Appraised replacement cost $5,000 less depreciation $2,000; 
appraised present value $3,000: average annual charge of 
renewals $250. 
| EE EE oS a ee . Eee Nil 
Loose tools: 
Appraisal values, replacement $8,500 less depreciation $4,500; 
present appraised value $4,000: average renewals charged to 


expense $2,000. 

i le ge a eal Sida ck ena os 5 
Inventories of finished goods—cost or less.................00005 97,000 
Accounts and notes receivable—less reserves..................-- 250,000 
Ss oe PU i Lk adeeb ees areas s Deheeee sare akan 60,000 
Investment: 

100 shares, common stock of X Y Z Co.—cost................ 15,000 

PD I II ir oo as se chk es Oh de Sons cas CRRA $524,505 
Liabilities 

0 SS RE LE ee ee $120,000 

es cn cv gaesecetecemedas Sehes eemn 50,000 

PPE ree eee 50,000 

ee  s eaids bis css eendecsswes kenddecs sons 304,505 

Total liabilities, etc—Company A...............0ceceeeees $524,505 
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Profit-and-Loss—Average of last five years 
Net profit per annum, after charging expenses, reserves and depre- 





CRIIOIE k's: 5 0 :n6 > s Kan ened he oo» bal HRN S  e $90,000 
Less, 
Directors’ salerie®—-OQVGTERE. . oo. cece sccsscccscens $30,000 
EISSEOER OUUNIIE, 5.5 5s 5 id tates cagsevioucdigom 12,500 
42,500 
Average transfer to surplus, per annum...................... $47,500 
Company B 
Assets 
Land: 
Appraisal valuation, $36,000; cost, $22,000. 
Book value, msevrensed 3 years O05 WH. cw co kc wc ccc scene $40,000 


(The difference, $18,000, was transferred to surplus.) 
Brick buildings: 
Appraised value: replacement $25,000 less depreciation $15,000; 
present appraised value $10,000: average annual depreciation 
charged $1,000. 
PE GR onc ch) Hoa Pee ean ba SS. hak eee x Oe 15,000 
Machinery and plant: 
Appraised value: replacement $22,000 less depreciation $11,000; 
present appraised value $11,000: average annual depreciation 
charged $1,100. 
GD aia sie ssc Se ee os eS es Lee 20,000 
Trucks and cars: 
Appraised value: replacement $10,000 less depreciation $7,000; 
present appraised value $3,000: average annual depreciation 
charged $1,000. 
ee Wak ob oe cc dan has RR. ac bs cake ces 7,000 
Loose tools: 
Appraised value: replacement $4,000 less depreciation $2,500; 
present appraised value $1,500: average annual depreciation 
charged $700. 
Ni. i shes 4a carnal b sae koe ose ee 3,000 
Furniture and fixtures: 
Appraised value: replacement $7,000 less depreciation $4,500; 
present appraised value $2,500: average annual depreciation 
charged $500. 


a os ks Sis Pipe eb ek Sian cee ds 4,500 
Inventories, materia!s and finished goods, at cost plus 10%....... 53,000 
Accounts and notes receivable, less reserves.................-.-. 110,000 
GMS ba uve ei a:uon aca ced «ea deed ae toto a bs wae a el 32,000 
Investment: 

200 shares, common stock of X Y Z Co.—cost................ 35,000 

Tete ene ——E I BBs oo. oic vain ive ce secckdsescescageane $319,500 
Liabilities 

PORNES CIE CERI, ko 60s v accckscwtnsvereeanetskenees $102,500 

Cmeeee GG, SOU. 5 oak caps co cusecuvanaueneeer 150,000 

SOUPS GOCOUNE, TINO 6 5 a i dos cele sceceeseschv vee eee eewea 67,000 

Total liabilities, etc—Company B....................0005. $319,500 


Profit-and-Loss—Average of last five years 


Net profit per annum, after charging expenses, reserves and depre- 
GRNROU 6 iid Sk ssWin cass cule hb 6 pee ese $60,000 
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Less, 
NR eee ER OEE Ae RS $30,000 
Executive salary, Mr. Lee, average.................. 20,000 
$50,000 
Average transfer to surplus, per annum.................... $10,000 
Solution: 


A comparison of the appraised present values and the book values of the 
fixed assets of both companies brings out the very important fact that the 
appraised present values of company A’s fixed assets are considerably larger 
than the book values, whereas the book values of the fixed assets of company 
B are larger than the present appraised values. The obvious conclusion is that 
company B did not write off sufficient depreciation on its fixed assets, and that 
company A was more liberal in its depreciation charge. 

The following schedule shows that in the case of company A, the present 
appraised value of depreciable assets is $46,495 more than the book value, and 
in the case of company B is $21,500 less than book value: 





Company A Company B 
Present Present 
Depreciable assets appraised Book appraised Book 
value value value value 
Brick buildings............ $50,000.00 $35,000.00 $10,000.00 $15,000.00 
Machinery and plant....... 38,000.00 21,500.00 11,000.00 20,000.00 
pe ee 14,000.00 6,000.00 3,000.00 7,000,00 
Furniture and fixtures. .. 3,000.00 Nil 1,500.00 3,000.00 
eS ee re er 4,000.00 5.00 2,500.00 4,500.00 
eg et OS ..... $109,000.00 $62,505.00 $28,000.00 $49,500.00 
Excess of prescnt 
appraised value.......... 46,495.00 
Excess of book value....... 21,500.00 





$109,000.00$109,000,00 $49,500.00 $49,500.00 








It will be necessary, therefore, to add to the net profits given in the problem 
the average amount of depreciation written off and deduct a reasonable de- 
preciation charge to arrive at a fair basis of comparison of the earnings of the 
two companies. 


Statement showing average annual depreciation charge 


Asset Company A Company B 
EO ere $4,000.00 $1,000.00 
SEE EE TO ee 9,000.00 1,100.00 
I ee ne widen 3,500.00 1,000.00 
oo ge 250.00 700.00 
ND er Nc end'< Eds cctwvecawees 2,000.00 500.00 





Average depreciation. .................. $18,750.00 $4,300.00 
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When the above depreciation charges are added back to the profits, we find 
that, before depreciation, such profits for company A are $108,750 and for 
company B, $64,300. The problem does not give the age of the various de- 
preciable assets, but by applying a reasonable rate to the present appraised 
values we find that a fair charge would reduce the above profits to $98,650 for 
company A and $61,375 for company B. 





Rate 
per Company A Company B 
Kind annum Value Depreciation Value Depreciation 
Brick buildings..... 3% $50,000.00 $1,500.00 $10,000.00 $300.00 
Machinery and 
es 10% 38,000.00 3,800.00 11,000.00 1,100.00 
Trucks and cars.... 25% 14,000.00 3,500.00 3,000.00 750.00 
Furniture and 
as 6a none 10% 3,000 .00 300.00 1,500.00 150.00 
Loose tools........ 25% 4,000.00 1,000.00 2,500.00 625 .00 
TD. cacebcate ceenes $109,000.00 $10,100.00 $28,000.00 $2,925.00 








No adjustment is made in the earnings statement of company B for inventory 
taken up at cost plus 10%, as it is assumed that there has been no wide fluctua- 
tion in the inventories at the beginning and end of the period under review. 
In the following statement of assets and liabilities, however, the 10% added 
to cost of inventories is eliminated. 

The stock of the X Y Z company held by the two companies should be valued 
on the same basis. In the absence of any specific knowledge as to the value of 
this stock, that carried by company A is arbitrarily increased to $17,500, or 
$175 per share, the value at which the stock is carried on the books of company 
B. A further adjustment on the books of company B is made to eliminate the 
write-up of $18,000 in the land account “increased three years ago.”’ All of 
the above adjustments are made as surplus adjustments as shown below, it be- 
ing assumed that the land write-up has not been included in the average profit 
as stated in the problem. 


Company A Company B_ Together 











Surplus account (per problem)... ... $304,505.00 $67,000.00 $371,505.00 
Less write-up of land account....... 18,000.00 18,000.00 
Is 6505544555 in doe bee $304,505.00 $49,000.00 $353,505.00 
Less—Reduction of inventory to cost. . 4,818.18 4,818.18 
Haane€ GU. os. 6s ck cas cnnns $304,505.00 $44,181.82 $348,686.82 
Add—Increase in value X Y Z stock... 2,500.00 2,500.00 
Increase (decrease*) in value of fixed 
assets by appraisal (see below).... 90,495.00 7,500.00* 82,995.00 
Surplus as adjusted. ........... $397,500.00 $36,681.82 $434,181.82 
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An accepted method in amalgamations of this type is to issue preferred stock 
for the net assets and common stock based on the earnings of each company 
in excess of dividends on preferred stock. 

The present appraised value of the fixed assets is a satisfactory basis for 
determining the amount of preferred stock to be issued to each company. In 
the following balance-sheets effect has been given to such present appraised 
values. 


COMBINED BALANCE-SHEETS OF COMPANIES A AND B 
After giving effect to the present appraised values 


Date 
Assets Company A Company B_ Together 

ES Te eis ee eer rd eee $84,000.00 $36,000.00 $120,000.00 
ew eas dence eenns 50,000 .00 10,000 .00 60,000 .00 
Machinery and plant............. 38,000 .00 11,000 .00 49,000 .00 
pe 14,000 .00 3,000 .00 17,000.00 
Furniture and fixtures............ 3,000 .00 1,500 .00 4,500.00 
I, eed ek nig eae ew ale 4,000 .00 2,500.00 6,500.00 
Bervombeties a6 cost... i... ces 97,000 .00 48,181.82 145,181.82 
Accounts and notes receivable...... 250,000.00 110,000.00 360,000.00 
Investment X Y Z Company at $175 

RRS aye tipa oan ahe aa ie 17,500 .00 35,000 .00 52,500.00 
dg ae aia as eaaietw nist waice es 60,000.00 32,000.00 92,000 .00 





$617,500.00 $289,181.82 $906,681.82 








Liabilities 
Agcmunts payable. ........ oc ccccecss $120,000.00 $102,500.00 $222,500.00 
First mortgage, 6% bonds......... 50,000 . 00 50,000 . 00 
| Fa i a a 50,000.00 150,000.00 200,000.00 
a a ga a eal Neg a 304,505.00 44,181.82 
Write-up of investment X Y Z 
ee ic ohn Ce aks oa oe 2,500.00 434,181.82 
Adjustment of fixed assets to ap- 
Pe errr re 90,495 .00 7,500 .00* 





$617,500.00 $289,181.82 $906,681.82 








On the theory that company B did not provide adequate depreciation in the 
past, the $7,500 shown above should be treated as a direct charge to the 
earned-surplus account. 

The net assets of the companies as shown above are: 


Company A Company B_ Together 





Total assets (per above)........... $617,500.00 $289,182.82 $906,681.82 
Less—Accounts payable and _ first 
mortgage bonds.............. 170,000.00 102,500.00 272,500.00 
ee re ee eee ee $447,500.00 $186,682.82 $634,181.82 





=x 
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As company A is now paying 6% on its first mortgage bonds, an 8% dividend 
on the preferred stock would be reasonable. 

After making a cash adjustment of $18.18 to avoid fractional shares, 8% 
preferred stock should be issued on the basis of the net assets turned over to the 
merging company. 


Net 8% pre- 
assets ferred issued 
Cente Ba is ddsckacotnces $447,500.00 $447,500.00 
PO Ss Pere ery ere re © 186,700.00 186,700.00 





$634,200.00 $634,200.00 








Common stock should be issued for the goodwill or “‘ going value,”’ which is 
usually determined by capitalizing, at a reasonable rate, the average earnings 
over a period after deducting all charges. After deducting the depreciation 
charges which might be reasonably expected, we find the following: 


Company Company Together 

















A B 

Profits, per problem............+.. $90,000.00 $60,000.00 $150,000.00 
Add—Depreciation deducted ....... 18,750.00 4,300.00 23,050.00 
Profits before depreciation. ......... $108,750.00 $64,300.00 $173,050.00 
Less—Estimated depreciation....... 10,100.00 2,925.00 13,025.00 
Profits after depreciation........... $98,650.00 $61,375.00 $160,025.00 
Less—Dividends on proposed issue of 

COUNNITEE MINIs 8 ino sincaccndiaetnn 35,800.00 14,936.00 50,736.00 
Net earnings applicable to common 

Es sinite titnkadiend nace en $62,850.00 $46,439.00 $109,289.00 
Capitalizing the above profits at 

16%%, we should issue common 

GUE. <6 +404 bd0 6 dee ee Pees $377,100 .00 $278,600 .00 $655,700.00 


Fractional shares are again ignored. The rate of 163% is used (1) to keep 
both classes of stock issued in a relative balance and (2) because it is at the 
same time a reasonable rate of return to be expected. 

Assuming that the amalgamation is effected on the basis of the above pro- 
posals, the balance-sheet of the consolidated company would be: 


CONSOLIDATED COMPANY BALANCE-SHEET (after amalgamation) 


Assets 
Current assets: 
RT ee Ee ee en ee Ee $92,018.18 
Accounts and notes receivable (less reserve) ... 360,000.00 
BONINR OR OE oo os once sk ke nd cs 145,181.82 
Investments—X Y Z company............+. 52,500.00 


$649,700 .00 
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Fixed assets, at present appraised values: 


Ds lici-itn nieve aacea el Ge nwibdinww kk eae ee oe $120,000 .00 

NS i niga eden etienndnenhe wane’ 60,000 .00 

ET EE Sere 49,000 .00 

on ccadaraesseeen dene 17,000.00 

I EE URI. 6 ook osc ccccies's cece 4,500 .00 

aad nb die endne san ede wontateda 6,500.00 

$257,000.00 
Rs 6a. ahial scinke ee heme edna bbds Culibe eke pheaenwne 655,700.00 
Tic, isd tons xe sane ana sienna soo eae ma $1,562,400 .00 
Liabilities 
Current liabilities: 

ON SEEOP CSPOT ETE OT TT $222,500.00 
eS CO ED, oo ccc cnncnvessensbeden seeeenices 50,000 .00 
Net worth: 

ONE. 6 0 0 vceveesscovtassctena $634,200.00 

IIE, cna tamadueesindacmane eas 655,700.00 

1,289,900 .00 
ae nh ere ee as i ri ed ra ee $1,562,400 .00 


If the valuation for goodwill is objected to on the ground that it is too large in 
proportion to the value of the other assets, the consolidating company 
could issue shares of no par value. Assuming that this is done and that 
the shares are given a nominal value of $5.00 each, the goodwill and 
common-stock value would be changed as follows: 








Shares issued under Shares issued under 
par-value plan no-par-value plan 
Par Stated 

Number’ value Total Number value Total 

each value each value 
Company A ..... 3,771 $100 $377,100 3,771 $5.00 $18,855.00 
Company B ..... 2,786 100 278,600 2,786 5.00 13,930.00 
er 6,557 $655,700 6,557 $32,785.00 





It is really immaterial how many shares of common stock are issued or what 
value is placed on them, as long as the common shares issued to each 
company are in the ratio of the profits contributed minus the profits to be 
returned in the form of dividends on the preferred stock. 


No. 6 (24 points): 

The Belgian pre-armistice debt to the United States amounts to 
$171,800,000. The settlement provides that no interest will be charged on 
this part of the war debt and that graduated payments on account of princi- 
pal will be made, totaling $9,400,000, by June 15, 1931, the balance being 
payable at the rate of $2,900,000 per annum for 56 years. 
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Assuming an interest rate of 3% per annum, what is the loss to the United 
States by the waiving of interest calculated at June 15, 1931? 

The present value of $1.00 at 3% due in 56 years is $0.1910361 and in 56 years 
$1.00, at 3%, will amount to $5.2346131. 

Solution: 

The problem does not call for the total loss from waiving interest on the 
entire debt, but only on that portion of the debt payable after June 15, 1931. 
In fact, it would not be possible to determine the loss on the portion paid at and 
prior to June 30, 1931, because the problem does not state the dates and 
amounts of these payments. The exclusion of the interest loss on the gradu- 
ated payments to June 15, 1931, is indicated by the words “calculated at June 
15, 1931.” : 

The debt which will be unpaid at this date is determined as follows: 


PORE 6.6 ii 88 i dake etal a $171,800,000 
Less payments to June 15, 1931......... 9,400,000 
PN ci dn sind ahaa Wianbed ncn kee $162,400,000 


We shall next determine the debt which could be paid with 3% interest by 56 
annual payments of $2,900,000. 


1 —.1910361 = .8089639, compound discount on 1 for 56 periods at 3% 
.8089639 + .03 = 26.965463, present value of annuity of 1 for 56 periods 
at 3% 
$2,900,000.00 X 26.965463 = $78,199,843, debt which could be paid with 
3% interest in 56 years by an- 
nual payments of $2,900,000 
$162,400,000 — $78,199,843 = $84,200,157, loss of interest 


That is to say, annual payments of $2,900,000 will pay a debt of $162,400,000 
without interest, or a debt of $78,199,843 with interest at 3%. The difference, 
$84,200,157, may be regarded either as a loss of principal at June 15, 1931, or as 
a loss of interest during the 56 years following June 15, 1931, discounted to a 
present value at, or “calculated at” june 15, 1931. 

The problem could also be solved as follows: 


If the debt were to bear interest at 3% the annual payments would 
be $162,400,000 divided by $26.965463 (the present value of an annuity 
of 1) or $6,022,519. But as only $2,900,000 is received annually, the dif- 
ference, $3,122,519, is interest lost each year over the period of 56 years. 
The present value of this annuity of lost interest, ‘‘calculated at June 15, 
1931,” is $3,122,519 X 26.965463, or $84,200,171. 


CONTINGENT LOssEs ON SALES COMMITMENTS 


Editor, Students’ Department: 

Sir: I wonder if you will kindly give me an answer to the following question 
which pertains to a matter of accounting? 

The fiscal year of the John Smith Company ends September 30th. During 
the fiscal year ended September 30, 1925, the raw material, which constitutes a 
considerable part of the cost of the product of the John Smith Company, under- 
went a considerable advance in price. During the early part of the fiscal year 
ended September 30, 1925, the John Smith Company entered into agreements 
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with some of its customers, these agreements being agreements to sell the 
product of the John Smith Company to these customer companies in accord- 
ance with their requirements and on a price basis which was premised upon 
raw-material prices lower than those prevailing at September 30, 1925. These 
a to sell expire two or three months subsequent to September 30, 
1925. 

The management of the John Smith Company estimates its maximum loss 
on these agreements at $1,000,000. In other words, it estimates that if these 
customers call upon the John Smith Company to deliver its product in accord- 
ance with these agreements—and there is no reason to expect that the cus- 
tomers will not do so—the John Smith Company will realize $1,000,000 less 
on these sales than the cost of manufacturing the product for these sales. 

In setting up its balance-sheet as of September 30, 1925, the John Smith 
Company carries its inventory at cost or market price, whichever is lower, 
and it sets up on the liability side of the balance-sheet an item termed ‘‘ Reserve 
for general contingencies—$1,000,000,”" which represents the estimated loss. 

It is now desired that this balance-sheet be classified as between current 
assets and current liabilities, and the question arises as to where this reserve 
belongs. Should it be treated as a current item (either a deduction from cur- 
rent assets or an addition to current liabilities) or should it be treated as a 
reserve (outside of the current position) and termed ‘Reserve for general 
contingencies”’? 

In further explanation of the question, it should be said that the $1,000,000 
has been charged to the income account for the fiscal year ended September 30, 
1925. 

Thanking you in advance for your kind consideration of this matter, I am 

Yours truly, 
5. F R. 


New York. 


It seems clear that the reserve should enter into the balance-sheet reflection 
of the current position. The principle underlying the accepted procedure of 
valuing inventories at the lower of cost or market, is that prospective losses on 
the realization of inventories should be anticipated; indeed, that prospective 
failures to make as much profit as customary should be anticipated as losses. 
The mere writing down of the inventory to the lower of cost or market in the 
above-described case does not completely fulfill the requirements of this prin- 
ciple, as there are other losses in sight. 

If the inventory, valued at the lower of cost or market at September 30th, 
stands at, say $4,000,000, and if it will require a total expenditure of $3,000,000 
for labor and overhead expense to convert it into finished goods which will have 
to be sold for $6,000,000, then the sale for $6,000,000 will result in recovering 
the $3,000,000 expenditures yet to be made for labor and overhead, but will 
result in a realization of only $3,000,000 for the raw materials. 

The reserve should not be shown as a current liability; it is not a debt, and 
if it were included among the liabilities, the current ratio would be distorted by 
an overstatement of the realizable value of the current assets and the inclusion 
among the liabilities of an item which is not a liability. 

It would appear that the condition would be most clearly shown in some 
manner similar to the following: 


Inventory of raw material, at the lower of cost or 


market at September 30, 1925................. $4,000,000 
Less reserve for estimated contingent loss on disposal 
as finished goods under existing contracts....... 1,000,000 
$3,000,000 
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PROBLEM NUMBER Two 


Editor, Students’ Department: 


Sir: Iam much interested in the answer given in the January number of THE 
JOURNAL OF ACCOUNTANCY to question 2, part 1, of the Institute’s November 
12th examination. 

Perhaps I misunderstand the problem and maybe I misunderstand the 
answer but it seems to me that you have made one fundamental error in the 
answer and have neglected to consider two important factors. The two 
important factors which you have neglected to consider are: 

1. According to the problem, on an increasing payroll there is a decreasing 
premium. This would indicate to my mind that the current rates are lower 
than the prior rates and that therefore your method of obtaining the average 
rate is incorrect. 

2. It is usual in setting up a reserve for self insurance to use the rate used 
by the insurance companies as this will give an allowance for expenses of 
administering the fund and for the reinsurance of the catastrophe hazard, to 
which features you have evidently paid no attention. 

Any corporation which carries its own workmen’s compensation insurance 
and does not provide for covering the catastrophe hazard, is flirting with death. 
Usually they reinsure the catastrophe Renee’. above $10,000 pom | in some in- 
stances reinsure themselves against excessive losses not — in catastro- 
phes. For instance, a great many of the self insurers that I know have 
reinsured by means of a stop-loss contract all losses in excess of the estimated 
premiums to be paid out in any one year. 

When you establish the pure premium by merely comparing the losses to the 
payroll and neglect to provide for reinsurance and expenses, you are likely 
to fool yourself. 

The fundamental error which you have made is in the following statement: 

“‘I would therefore recommend the establishment of a reserve on the basis 
of 6% of the annual payroll or % of 1% of the monthly payroll.” 

If you take % of 1% of each monthly payroll, at the end of 12 months, you 
will have established a reserve which consists of % of 1% of the annual payroll. 
If you desire to set up a reserve of 6% of the annual payroll, you must also set 
up 6% of the monthly payroll. 

Do I make myself clear? 

With best regards, believe me to be, 

Yours very truly, 
Lee J. WOLFE. 

New York, N. Y. 


You make yourself perfectly clear. But there is more to which attention 
should be directed. A second guess would indicate that $40,025 (total losses, 
5 years) +$6,615,000 (payroll, 5 years) is more nearly .605% than 6.05%. 

As to points 1 and 2, if we take the last year’s payroll and premium we get 
a rate of .602%, which is less (and hence less conservative) than .605%. 
Moreover, since the company’s future losses will be based on compensation 
payments instead of premiums, it still appears that the actual experience loss 
is a better basis than premiums on which to estimate future losses. Premiums 
reflect average losses of many insurers; compensation payments reflect the 
losses of this particular insurer. 
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Correspondence 
ACCOUNTANT’S DUTY TO UNCOVER QUESTIONS OF LAW 


Editor, The Journal of Accountancy: 

Srr: In the July, 1925, issue of the JouRNAL OF ACCOUNTANCY you were 
kind enough to print an address which I had given in Columbus on June 6, 
1925, entitled, ‘‘The Accountant’s Duty to Uncover Questions of Law.” 
Today a case has been reported which bears directly upon one phase of that 
article and I think it might be of interest to some of your readers. 

On page 34 I referred to a case, decided the day before the address was given, 
which held that apportionment between principal and income should be 
made as of the day when the securities representing the residue which was left 
in trust were turned over to the trustee. This was a decision by the appellate 
division, a high court in New York, but it was so unusual that reversal by the 
court of appeals seemed likely. The comments on it on page 34 were as 
follows: 

“It should be noted that this case has not yet reached the highest court 
in New York. It was decided first by the surrogate, who is the probate 
judge, and his decision has just been reversed by the next higher court 
in the line of appeal. If it is carried still higher by a further appeal, it is 
entirely possible that the law as we understand it today will not be the 
law a few months hence. . . . The court’s opinion was not highly satis- 
fying. It consisted chiefly of a statement of its understanding of precedent 
cases on the strength of which the court felt constrained to decide as it 
did, although both the majority opinion and a concurring opinion ex- 
pressed the judges’ personal preference for the date of death.” 


What was predicted has come to pass. In the issue of the New York Law 
Journal for December 30, 1925, appears the unanimous decision of the court of 
appeals reversing the appellate division (matter of United States Trust Com- 
pany, estate of Bird). In its opinion the court of appeals said: 

‘We certainly did not hold or intend to hold that in all cases the date 
of the creation of the trust was fixed by the time the executors actually 
delivered the trust funds to the trustee, or if executors and trustee were 
one, the time when they segregated the trust funds or made appropriate 
entries on their books. . . . We fail to find in this will any indication such 
as existed in the Ladd and Heye cases of an intention to postpone the 
creation of the trust to some future date. On the other hand, the clear 
intent was that the beneficiaries should receive the income from the 
testator’s death. Therefore the trust was created as of that time and 
the apportionment should be made as of the same day.” 


We may now go back to our comfortable understanding of the law before it 
was temporarily disturbed by the appellate division on the 5th of last June. 
Yours truly, 
Haro_p DupDLEY GREELEY. 
New York, December 30, 1925. 
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RAILWAY ACCOUNTING PROCEDURE, 1926 edition, edited by E. R. 
Woopson. Published by Railway Accounting Officers Association, 
Washington; distributed by Simmons-Boardman Publishing Company, 
New York. Cloth, 885 pp. 


A feature that distinguishes the railways of North America from other 
enterprises (except perhaps banking institutions) is the vast number of their 
transactions with one another. The efforts of the Railway Accounting Officers 
Association to standardize accounting procedure have, because of this feature, 
been notably successful and have borne fruit, on the one hand, in certain 
mandatory rules of procedure as regards interline accounting which are binding 
on its members, and on the other hand in a very thorough set of recommenda- 
tions regarding accounting procedure for carrier activities of individual com- 
panies. 

Railway Accounting Procedure is primarily a digest of these mandatory rules 
and recommended practices; it also describes various plans for improved pro- 
cedure which are still in what may be called the experimental stage and pre- 
sents numerous facts bearing on accounting procedure, such, for example, as 
a list of mechanical aids to accounting with notes on the applicability of each 
to railway work. The current edition appears to have been brought well down 
to date and has been enlarged by the inclusion of a classified and annotated 
bibliography covering some 90 pages. 

The concise brevity of the digest and its arrangement and indexing reflect 
the highest credit on the editor. The work is presumably intended primarily 
for railway accounting officers and employees, but it covers so fully the tech- 
nical and complicated procedure in connection with freight, passenger and 
disbursement accounting and the internal audit thereof that it provides a very 
valuable book of reference to independent accountants who undertake ex- 
aminations of railway accounts, and a satisfactory manual to those ‘esirous of 
familiarizing themselves with the technicalities of practical railway accounting. 

The accountant with general experience desiring to become acquainted with 
railway accounting may, by a study of the technical procedure as herein out- 
lined and of the classifications of accounts and the outlines of accounting 
theory in the Classifications issued by the interstate commerce commission, 
equip himself to consider railway accounts intelligently and competently. 
The Classifications, deal thoroughly with the accounting principles likely to 
be met in dealing with the financial accounts of railways, but they touch 
very lightly on the technicalities of freight and passenger accounting, an under- 
standing of which is nevertheless highly important to an intelligent review of 
a balance-sheet or income account. The work under discussion on the other 
hand does not venture far into the field of accounting principles. Railway 
Accounting Procedure is in a noticeable degree complementary to the Classifica- 
tions. This is undoubtedly its proper field; discussion of accounting principles 
would be a paraphrase of the instructions of the interstate commerce com- 
mission, an amplification of them, or a raising of issues. Neither the first nor 
the second is necessary; the third would be inappropriate in such a work. 


J. H. Bowman. 
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ELEMENTS OF ACCOUNTING, by FrepericK W. Woopsripce. The 
Ronald Press Company, New York. xii + 700 pages. 


This is designed as a textbook for students who are not specializing in ac- 
counting and who wish, in a single year’s work, to acquire both a knowledge of 
that subject and also a satisfactory background of economics, business organi- 
zation and corporation finance. In purpose, although not in content, the work, 
therefore, resembles Professor McKinsey’s Managerial Accounting, as both of 
them transcend the strict limits of accounting. 

The scope of the book may be well inferred from the statement of its purpose. 
It includes a slight presentation of some of the important phases of business 
organization, an introduction to the theory of accounting, detailed drill in 
ordinary bookkeeping processes, a description of the ‘“‘paper work”’ peculiar 
to a factory, a keen and intelligent discussion of many of the most important 
unsettled problems of accounting, and a consideration of the interpretation of 
accounts, through all of which runs in varying proportion an undercurrent of 
economic theory. Of particular merit are the admirable chapter on control 
accounts and the extended discussion of partnerships and their accounts. The 
latter is particularly valuable for the analysis of the uniform partnership act 
and for the criticism of some of the unnecessary and harmful differentiations 
made by that act and by the decisions of the courts, and for the clear treatment 
of the consolidation of partnerships. The book closes with more than 150 
pages of questions and problems, the merits of which cannot well be passed 
upon without trying them out. 

A few criticisms may be made. The author falls into error in his calculation 
of the value of goodwill (page 341). He again errs in arguing that to show upon 
the books the unusual profits of a concern and also to bring goodwill upon the 
books is ‘‘of course, wrong” because it amounts to taking a “double profit’’ 
(page 343). But there is a difference between receiving a gift of $1,000 and 
receiving such a gift and also an annuity of that sum for the following five years. 
There may be difficulty in determining how this difference is to be shown on 
the books but it is not “‘of course, wrong”’ somehow to show the facts. With- 
out criticizing the author for repeating the stock dictum that ‘‘no profits can 
be realized until the sale has taken place,’’ one could wish that some accountant 
would give a solid basis for this positive statement. He follows current custom 
in speaking of ‘‘ watered” capital stock, as being practically worthless, although 
in the illustration which he uses to establish this fact it is sold in the market for 
$62,500. One must have large views to consider such a sum as practically 
worthless. It is a pleasure to note that the outstanding merits are found in 
the original contributions of the author; the defects are often where he has 
followed tradition. 

The reviewer hesitates to say anything which would seem to indicate an 
unwillingness to recognize the services to accounting rendered by Professor 
Kester, but in the interest of historical accuracy one must object to the author’s 
statement that the “term ‘trade debtors’ is undoubtedly a contribution [of 
Professor Kester] to accounting practice” (page 115). This phrase was used by 
both Lisle and Dicksee as early as 1903, and it is found in the examination of the 
British Institute of June, 1888. The analogous term ‘trade creditors” occurs 
in the examination set by New York state in 1907. A similar title, “debts to 
tradesmen,” indeed, goes back to the form appearing in the companies act 
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of 1862. Surely the laurels deservedly awarded to Professor Kester for his 
achievements are so ample that he will not resent one reluctantly plucking a 
single leaf from his crown. 

HENRY RAND HATFIELD. 


MATHEMATICS OF FINANCE, by Lioyp L. Smam, McGraw-Hill Book 
Company, Inc., New York, 310 pp. 

The preface states that this book is intended as a textbook for college 
classes, for private study and for reference. For these purposes it is to be most 
highly recommended. The author refers to over thirty other mathematical and 
insurance works, American, British, French and German, and while the present 
reviewer does not claim to have read many of them he can state that this new 
work must certainly cull the best from them all as it is by far the most complete 
and best written manual of elementary actuarial science he has seen. 

Only an elementary knowledge of algebra is required and while alternative 
methods requiring higher mathematics are given for the benefit of instructors 
and others interested, these are printed in small type and may be omitted by 
the ordinary student without affecting the continuity of the remainder. This 
appears to be one of the many new ideas in the preparation of this volume. 

The language used is simple and easily understood, numerous examples being 
worked out in detail, those involving logarithms being unusually complete. 
While the author may begin an article with an arithmetical example of what 
he is about to describe in order to permit the student to visualize the process, 
he does not make the mistake of basing a formula thereon but re-expounds the 
theory algebraically and deduces the formula. Each section contains exercises 
to be worked out, the questions being grouped in pairs and the answer to the 
first of the pair given so that the student may see that his method is correct. 
Each chapter has a set of review questions covering in general the entire studies 
to this point so that the student is not allowed to forget what he has already 
learned. At the end of the book proper there is a set of 184 general review 
problems. 

The first part of the book covers compound interest, compound discount and 
annuities followed by application of the theories to practical problems of 
accountants such as sinking funds, depreciation, valuation of bonds and build- 
ing and loan associations. Then comes a brief elementary discussion of the 
mathematics of life insurance. The last 50 pages cover 15 different tables in- 
cluding compound interest, present values and annuities at 15 rates of interest 
ranging from %% to 8%, effective rates of interest when compounded semi- 
annually, quarterly and monthly, mortality tables, a table of 6 place loga- 
rithms with differences and proportional parts, a table of 10 place logarithms 
for (1 + i) at 50 different values and a table of 7 place logarithms of interest 
ratios from 10000 to 10999. 

Three chapters are appended on algebraic subjects: progressions, logarithms 
and the binomial theorem, that on logarithms being unusually clear. There is 
also a chapter on varying annuities which while of frequent practical use have 
not been treated in any previous text published in America. A section of the 
book contains a general summary of all formulas used with cross references to 
the paragraph numbers where previously explained and to the tables contain- 
ing the values. This is of considerable use for ready reference. 
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Standard symbols are used throughout, the author adding one which appears 
to be new, the use of the letter ‘“‘q”’ to simplify (1 + i) just as “v”’ ordinarily 
denotes 1 divided by (1 + i). 

A word should also be said in praise of the typography, the printing being 
clear and unusually free from typographical errors. 

The price of this volume ($3.00) seems absurdly low considering the contents 
and without doubt it is a book that every accountant should have. 

EDWARD FRASER. 
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